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Co the Members 


Message from the President 


The 1930's are now a part of the past, and in 
looking back, we shall regard that period with 
mixed emotions. Economic depression, read- 
justment and reform have played their part in 
the last decade. 


During this period when the world has been 
having its ups and downs, the Society has 
been progressing steadily. Its membership 
has grown from approximately 1,350 to over 
3,500, its activities both internal and external 
have more than kept pace with the growth of 
membership. 


One can only guess what the 1940’s will hold 
for the world, but I confidently predict that the 
next decade will provide even greater gains by 
the profession and the Society if the same 
unselfish, cooperative effort is given that has 
characterized the past. 


On behalf of the officers and directors of the 
Society, I pledge their cooperation in working 
for the advancement of the profession and the 
Society, and for them and for myself wish you 
a Happy and Prosperous New Year. 


Sincerely yours, 


Victor H. STEMPrF, 
President. 
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CURRENT EVENTS 








Calendar of Events 


March 18—Regular Meeting of the 
Board of Directors. 


March 18—7 :45 P.M.—Society Meet- 
ing— 
Subject: To be announced later. 


Location: Waldorf-Astoria Hotel, 
Lexington Avenue at 49th 
Street, New York City. 


Inventory Pricing Featured 
at January Meeting 


Inventory pricing, a phase of the 
general subject of inventories which 
is of much current importance and 
interest to accountancy and _ busi- 
ness, was discussed at the January 
8th meeting of The New York State 
Society of Certified Public Account- 
ants. 

The meeting was conducted by the 
Committee on Cost Accounting of 
the Society and was presided over by 
Marshall Granger, committee chair- 
man, who outlined in an address the 
steps suggested in auditing inven- 
tory prices, and the extent to which 
the auditor should review and test 
the cost accounting system of a 
company or organization and the 
cost of both finished goods and work 
in process. 

Clarence Crocheron, President of 
the New York Chapter of the 
National Association of Cost Ac- 
countants, described the method of 
valuing inventory items with respect 
to market prices, quality determina- 
tion and physical condition. Other 
speakers were Dr. Raymond P. 
Marple, head of the Research and 
Service Department of the National 


Association of Cost Accountants, 
whose subject was “Overhead Costs 
in Inventories ;”’ and Arno R. Kas- 
sander, committee vice-chairman, 
who spoke on the “Last-in first-out 
Inventory Method.” 

Inventories and inventory pricing 
were discussed by the Society mem- 
bers from the floor after the com- 
pletion of the scheduled addresses. 


Information to the Public 


For a number of months past, the 
Public Relations Committee of the 
Society has been studying the prob- 
lem of presenting information to the 
public about the activities of the 
profession and of the Society. 

The results of this study have been 
given careful consideration by the 
Board of Directors, and the Commit- 
tee has been authorized to proceed 
during the next three months with 
the assistance of Mr. Glenn I. 
Tucker, as consultant, in providing 
information to the public on the 
activities of the profession and of 
the Society. 


State Taxation Discussed at 
December Meeting 


The December 11th meeting of the 
Society was devoted to state taxa- 
tion. Two interesting papers, pub- 
lished in this issue were presented 
by Ogden J. Ross, Commissioner, 
New York State Department of 
Taxation and Finance, and Leo 
Mattersdorf, Chairman of the Com- 
mittee. In addition, Spencer E. 
Bates, Director of the Corporation 
Tax Bureau, spoke briefly of the 
work of his office. 
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Current Events 


February Meeting Not Scheduled 


As provided in the By-Laws of the 
Society, the Board of Directors has 
dispensed with the February meet- 
ing due to the extra heavy pressure 
of work on all accountants at this 
time of the year. The regular March 
meeting of the Society is scheduled 
for March 18, 1940. The subject to 
be covered will be announced at a 
later date. 

Graphic Arts Accounting Committee 
to be Appointed 


A technical committee to be 
known as the Committee on Graphic 
Arts and Allied Industries Account- 
ing is being appointed by President 
Stempf. Members who feel that 
through experience in this field of 
work that they are qualified to serve 
and who are willing to accept ap- 
pointment to the committee, are 
requested to advise the office of the 
Society in order that a strong and 
effective committee may be formed. 

The field of the committee is to 
include the accounting and auditing 
procedures pertaining to the transac- 
tion of printing houses, lithograph- 
ers, engravers, paper houses, and 
others who supply material and 
services to the graphic arts industry. 


Buffalo Chapter Celebrates 
Fifteenth Anniversary 


The Buffalo Chapter of the Society 
celebrated its Fifteenth Anniversary 
with a dinner at the Hotel Statler 
on December 12, 1939. Ralph C. 
Epstein, dean of the School of Busi- 
ness Administration of the Univer- 
sity of Buffalo, discussed “Account- 
ing as an Instrument of Social 
Control”. Vice-President, A. S. 
Fedde, representing the Society, ex- 
tended congratulations and_ best 
wishes for the future. 

A feature of the evening was the 
presence of charter members Luther 
K. Watkins, Edwin E. Leffler, 


Edgar G. Lucker, William J. Gun- 
rell, Lewis H. Allen, Edward H. 
Hoch, Wilbur L. Lytle and Wilder 
G. Tiffany. 


Committee Activities 


During the month of December, 
twenty committees of the Society 
held meetings. The number of com- 
mittee meetings during the year has 
shown an increase over that of past 
years. 

The Committees which held meet- 
ings in December are as follows: 


Standing Committees 
Admission—2 
Furtherance of the Objects of the 
Society 
Legislation 
Library 
Public Relations 


Technical Committees 
Budget and Budgetary Control 
Inventory Methods 
Monthly Audits 
Accountants’ Office Procedure—2 
Automobile Dealers’ Accounting 
3everage Accounting 
Contractors’ Accounting 
Governmental Accounting 
Non-Profit Institutions Accounting 
Retail Accounting 
Textile Accounting 
Federal Taxation 
Social Security 





W. Paxton Little 


W. Paxton Little, one of the pio- 
neers in New York State electric 
power service, died on January 7th 
at the age of 73 at the home of his 
daughter, whom he was visiting in 
Los Angeles, California. 

Mr. Little retired as treasurer of 
Niagara Hudson Power Corporation 
December 1, 1938 upon the comple- 
tion of forty-five years of service 
with the associated and predecessor 
companies of the Niagara Hudson 
System. 
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The name of W. Paxton Little is 
well-known among people engaged 
in the public utility industry in the 
United States and Canada, since he 
was chairman of the accounting 
committees of both the National 
Electric Light Association and the 
Canadian Electrical Association. He 
was awarded one of the earliest 
certificates issued by New York 
State to certified public accountants, 
held one of the oldest memberships 
in the New York State Society of 
Certified Public Accountants having 
been admitted in October, 1901, and 
was a founder and charter member 
of the American Institute of Ac- 
countants. 

Mr. Little was also among those 


who, at the request of the then 
newly formed New York State Pub- 
lic Service Commission in 1907, as- 
sisted in the formulation of the 
uniform system of accounts. Later 
he assisted in the preparation of the 
uniform system of accounts for the 
National Electric Light Association. 


Robert Whyte Wilson 


Word has just been received of 
the death of Robert Whyte Wilson 
on October 13, 1939. 

Mr. Wilson was a valued and 
esteemed member of the Society 
since October, 1934, and the Society 
has suffered a real loss in his passing. 











ELECTIONS 








HE following is a list of applicants admitted to membership and asso- 
ciate membership in the Society and also associate members advanced 
to membership at a meeting of the Board of Directors held on December 7, 1939: 


Membership 
Thomas Virgil Barb, 80 Federal Street, 
Boston, Mass., 
Of Haskins & Sells. 
Richard S. Basson, 11 West 42nd Street. 
Estelle Baumann, 115 Broadway, 
With Wardmore Corporation. 
Albert Howe Bierwirth, 56 Pine Street, 
With Price, Waterhouse & Co. 
Lloyd Birns, 97 Gold Street. 
Percival Gaines Bixby, 528 Marine Trust 
Bldg., Buffalo, 
Of Percival G. Bixby and Company. 
Garrett Thomas Burns, 67 Wall Street, 
Of Arthur Andersen & Co. 
Herbert C. M. Cobb, 80 Maiden Lane, 
With Touche, Niven & Co. 
Samuel J. Duboff, 80 Broad Street, 
With Seidman & Seidman. 
Joseph Eisdorfer, 45 West 45th Street, 
With J. B. Kass & Co. 
Joseph Farkas, 248 East 34th Street. 
Jay R. Gelb, 111 Wilder Bldg., Rochester, 
Of Gelb Audit Co. 
Harry Gish, 551 Fifth Avenue. 


Chester R. Hartzell, 31 Nassau Street, 

With Eppler & Company. 

Merrill Gifford Henry, 90 Broad Street, 

With Lybrand, Ross Bros. & 

Montgomery. 
Thomas G. Higgins, 1 Cedar Street, 

Of Arthur Young & Company. 
John H. Holder, 111 Broadway, 

With Scovell, Wellington & Co. 
David Jacobs, 170 Broadway. 

James J. Kandel, 205 West 34th Street. 
John A. Kerr, 70 Pine Street, 

With Peat, Marwick, Mitchell & Co. 
Frank E. Knopf, 2197 Cruger Avenue. 
Adolph Francis Leitner, 70 Pine Street, 

With Boyce, Hughes & Farrell. 

Adolph B. Lewson, 130 West 42nd Street, 

Of Nelson & Lewson. 

Harry Lindauer, 26 Court Street, Brooklyn 
Samuel Walker Lyons, 11 Broadway, 

With Wright, Long & Co. 

Irving Milstein, 295 Madison Avenue, 

Of Sohn, Feiman & Co. 

Herman L. Moskowitz, 535 Fifth Avenue. 
Nathan Nelson, 130 West 42nd Street, 
Of Nelson & Lewson. 


186 





Lot 


Ha 
Isid 
C 


Jace 
Nat 


Cha 
Bru 


V 
Wil 








Elections 


Louis Edward Nufer, 330 West 42nd 
Street, 
With United Cigar-Whelan Stores Cor- 
poration. 
Harold Justus Rover, 19 Rector Street, 
With Ernst & Ernst. 
Isidore Rubin, 17 John Street, 
Of Max Gross & Company. 
Jacob Rubin, 280 Broadway. 
Nathan Schwartz, 66 Court Street, 
Brooklyn. 
Charles A. Schwerin, 430 Kent Avenue, 
Brooklyn, 
With F. & M. Schaefer Brewing 
Company. 
Bruce Furman Smith, 25 Broadway, 
With Pogson, Peloubet & Co. 
William J. Smith, 90 Broad Street, 
With Lybrand, Ross Bros. & 
Montgomery. 
Franklin A. Ulrich, 410 M & T Bank 
Bldg., Buffalo, 
With Meech, Harmon, Lytle & 
Blackmore. 
W. Howard Webb, 80 Broad Street, 
With Loomis, Suffern & Fernald. 


Associate Membership 
Leonard Francis Beckers, 40 Rector 
Street, 
With West, Flint & Co. 
John W. Blend, Jr., 70 Pine Street, 
With Bergen & Willvonseder. 
Jerome Sidney Bloom, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Harry Borow, 320 Fifth Avenue, 
Of Borow & Borow. 
Julian H. Burdick, 1411 West 4th Street, 
3rooklyn. 
Solomon Citrin, 1501 Broadway, 
With Metropolitan Playhouses, Inc. 
Isidore Cohen, 80 Centre Street, 
With State Tax Commission, 
Corporation Tax Bureau. 
Edward Coopersmith. 67 West 44th Street, 
With William B. Weinberger. 
T. Harlan Estey, 195 Broadway, 
With American Telephone and 
Telegraph Company. 
Michael L. Friedman, 250 Hudson Street. 
Joseph Charles Galdi, 277 Broadway, 
With A. G. Timoldi & Co. 
Stanley G. Goldstein, 11 West 36th Street, 
With Irving Danson. 
Eugene David Gunsard, 56 Pine Street, 
With Price. Waterhouse & Co. 
Louis Hart, 395 Maple Street, Brooklyn. 
Joseph Healey, 40 Rector Street, 
With West, Flint & Co. 
Carl Andras Hoehl, 56 Pine Street, 
With Price, Waterhouse & Co. 
Henry E. Johnson, 139 Centre Street, 
With Teachers’ Retirement System, City 
of New York. 


Ernest John Lange, 56 Pine Street, 
With Price, Waterhouse & Co. 
Vincent J. McBrien, 55 Liberty Street, 
With Ward, Weber & Company. 
Willard J. F. Murphy, 405 Lexington 
Avenue, 
With Seagram-Distillers Corp. 
Robert James Nelson, 1011 White Bldg., 
Buffalo, 
With Graef, Cutting & Coit. 
Frederick Philipse Robinson, 21 West Street, 
With Leslie, Banks & Co. 
Solomon S. Scharfer, 110 East 42nd Street. 
Alexander Schulman, 535 Fifth Avenue. 
Sheldon L. Staples, 67 Broad Street, 
With Haskins & Sells. 
Herschel Malcolm Tompkins, 4 Irving 
Place, 
With New York State Public Service 
Commission. 
Arthur B. West, 149 Broadway, 
With The Singer Manufacturing Co. 
Emanuel R. Wilhelm, 10 East 40th Street, 
With City Industrial Corporation. 
Milton Winderman, 111 Broadway, 
With Schapiro & Schapiro. 


Advancement from Associate Membership 
to Membership 
Ben S. Agren, 350 Fifth Avenue, 
With Schenley Distillers Corp. 
Alvin Robert Almquist, 90 Broad Street, 
With Lybrand, Ross Bros. & 
Montgomery. 
Kermit J. Berylson, 80 Broad Street, 
With Seidman & Seidman. 
Ernest H. Copeland, 4716—49th Street, 
Woodside. 
Ira S. Fischer, 295 Madison Avenue. 
Richard T. Horner, 350 Madison Avenue, 
With Hurdman & Cranstoun. 
George F. Kelsey, 252 Sullivan Place, 
Brooklyn. 
Jack L. Kessler, 295 Madison Avenue. 
Dorothy Lieder, 453 East 175th Street. 
Edward J. Martin, 1 Wall Street, 
With Irving Trust Company. 
Edward T. Reilly, 30 Broad Street, 
With R. G. Rankin & Co. 
Samuel J. Rickles, 366 Broadway. 
Jacob D. Rosen, 171 West 57th Street, 
Of Blattner & Rosen. 
Herman Mitchell Rosenberg, 551 Fifth 
Avenue, 
With Schneider & Abrams. 
Nathaniel Velleman, 80 Maiden Lane, 
With Touche, Niven & Co. 
Thomas Degnan Walsh, 80 Broad Street, 
With Miller, Donaldson and Company. 





The number of members as of 
January 4, 1940, is as follows: 


Membets:. ..::<50s2~. 3,149 
Associate Members .. 34 392 
01) ewer era 2 3,541 
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Changes in New York State Tax Laws 


in 1939 


By Leo Mattersporr, C.P.A. 


ANY of the amendments to this 
year’s tax law made by the 
legislature concerned articles other 
than those dealing with the franchise 
tax, personal income tax and unin- 
corporated business tax. For the 
purpose of this discussion I shall 
comment only on those amendments 
affecting the personal income tax, 
the unincorporated business tax and 
the franchise tax. 

The unincorporated business tax 
and the one per cent emergency 
personal income tax were continued 
for another year, namely, for the 
calendar year 1939, but the former 
tax applies as well for fiscal years 
ending in 1940, while the latter, in 
addition to the calendar year 1939, 
applies to returns which are due dur- 
ing the calendar year 1940. The two 
per cent tax on utilities was con- 
tinued for another year and the six 
per cent franchise tax rate was made 
effective for the year beginning No- 
vember 1, 1940. 

Implementing the provisions of 
the new constitution, the legislature 
gave the comptroller the right to 
inspect tax returns in connection 
with his new duties in reviewing tax 
refunds. As you know, no moneys 
may now be paid out of the treasury 
without an audit by the comptroller 
and, naturally, this provision applies 
to refunds of taxes as well as other 
payments. 

There really has been only one 
amendment passed in which we as 
accountants are interested affecting 
the corporation franchise tax. This 
deals with what has been a bone of 
contention ever since its enactment, 


between the taxpayers on the one 
hand and the tax commission on the 
other. You will recollect that clause 
6 of subdivision 3 of section 208 of 
the Tax Law disallows the deduction 
of interest paid to stockholders or 
shareholders of a corporation, or 
members of their immediate families, 
except that 10% of such interest or 
$1,000., whichever is the higher, is 
deductible. The State Tax Commit- 
tee of this Society several times has 
recommended the repeal of this sec- 
tion, since it is manifestly unfair, 
mainly because there are instances 
where it is impossible for a corpora- 
tion to obtain the necessary data to 
make a proper tax return. This is 
especially true where coupon bonds 
are outstanding in the hands of the 
general public, for in such instances 
a corporation generally cannot tell 
which bonds are in the hands of 
stockholders. To alleviate this situa- 
tion somewhat, chapter 675 of the 
laws of 1939 was enacted, providing 
that “such interest may be deducted 
in full to the extent that it relates 
to bonds or other evidences of in- 
debtedness issued, with stock, pur- 
suant to a bona fide plan of reorgani- 
zation effected under the supervision 
of a court of competent jurisdiction, 
to persons who, prior to such re- 
organization, were bona fide credi- 
tors of the corporation or its prede- 
cessors, but were not stockholders or 
shareholders thereof.” While this 
new provision eliminates one of the 
situations where injustice was done, 
it engenders even more discrimina- 
tion in those cases still coming with- 
in the clause. This committee hopes 


Presented at the December 11, 1939 meeting of The New York State Society of Certified 


Public Accountants. 
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Changes in New York State Tax Laws in 1939 


that this particular clause will be 
repealed even though some little 
revenue may be lost thereby. 


Coming now to changes made in 
the personal income tax and unin- 
corporated business tax articles of 
the tax law, the first provision in which 
we are interested is that enacted 
through chapter 13 of the laws of 
1939. It provides for the repeal of 
paragraph 5 of section 354 of the 
tax law which read as follows: 


“If there is distributed, in pur- 
suance of a plan of reorganization, 
to a shareholder in a corporation 
a party to the reorganization, 
stock or securities in such corpo- 
ration or in another corporation a 
party to the reorganization, with- 
out the surrender by such share- 
holder of stock or securities in 
such a corporation, no gain to the 
distributee from the receipt of 
such stock or securities shall be 
recognized.” 


This brings the state tax law, in so 
far as reorganizations are concerned, 
more nearly into conformity with 
the federal law. 


Chapter 14 makes a correction in 
subdivision 7 of section 365, by elimi- 
nating the provision previously er- 
roneously inserted by chapter 511 of 
the laws of 1938, that net capital 
gain shall be taxable to employers’ 
trusts. This was an obvious incon- 
sistency since income of employers’ 
trusts is not taxable until distributed 
or made available to any distributee. 
Very rightly, therefore, this provi- 
sion was made retroactive to the 
effective date of chapter 511 of the 
laws of 1938, namely, for any taxable 
year commencing on or after Octo- 


ber 1, 1937. 


Another provision, which is effec- 
tive for any taxable year beginning 
on or after January 1, 1939, permits 
the deduction in the discretion of the 
tax commission of a reasonable ad- 
dition to a reserve for bad debts. 


This is in accord with the federal 
law on the subject. 

The legislature this year wrote 
into the law a provision which, to 
some taxpayers, will be important, 
namely, that under such conditions 
as it deems just and proper, the tax 
commission may grant a reasonable 
extension of time for payment of 
personal income and unincorporated 
business taxes. This carries out a 
suggestion made by the State Tax 
Committee of this Society and is 
helpful in those cases where, for one 
reason or another, a taxpayer is un- 
able to pay his taxes when due. It 
is a power which the tax commission 
should have had long ago and which, 
no doubt, will be found very helpful. 

Chapter 31 of the laws of 1939, 
which is made applicable to returns 
for any taxable year commencing on 
or after October 1, 1937, permits 
partners and participants in common 
trust funds to claim their distribu- 
tive share of capital net losses on 
their individual tax returns. This 
corrects an inadvertent error com- 
mitted at the time the net capital 
gain provisions were written into the 
law last year. 

Effective January 1, 1939, certain 
dividends heretofore excluded from 
gross income must be _ included. 
These relate to dividends on certain 
closely held corporations subject to 
tax under Article 9A of the tax law. 

In chapter 49 of the laws of 1939 
the legislature has re-defined the 
term “capital assets’ to conform 
more nearly to the federal definition, 
but I am happy to say that it went 
a step further and, following a sug- 
gestion made by the Committee on 
State Taxation, broadened the defi- 
nition so that land used in a trade or 
business as well as property used in 
a trade or business, of a character 
which is subject to the allowance for 
depreciation, will be excluded from 
the term “capital assets.” There is 
no need, therefore, for state income 
tax purposes, to split the sales and 
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purchase prices of land and buildings 
used in a trade or business, as must 
be done when federal returns are 
prepared. This provision is made 
retroactive to any taxable year com- 
mencing on or after October 1, 1937. 
The same chapter also corrects an 
error made in defining the term “sale 
or exchange,” by now providing that 
the term includes “shares of stock 
and rights to receive such shares 
which became worthless during the 
taxable year” instead of “shares of 
stock and rights to receive such 
shares—determined to be worthless 
and charged off during the taxable 
year.” Since this whole chapter is 
retroactive to the date I have men- 
tioned, the erroneous wording really 
was never in effect. 

Chapter 119 of the laws of 1939, 
retroactive to April 6, 1938, amends 
the unincorporated business tax law 
to correct an error inadvertently 
made the previous year. The deduc- 
tion of capital losses is now definite- 
ly permitted for the purpose of this 
tax. 

With the enactment of the capital 
net gain provisions in 1938 and the 
separation of capital net gains from 
net income, questions naturally arose 
with respect to certain deductions 
which, no doubt, were applicable to 
capital gains or losses but which, 
under the law as it was written, 
might very well be applied against 
ordinary income. This oversight per- 
mitted a taxpayer to have his capital 
gains taxed at lower rates than his 
ordinary income, but yet permitted 
him to deduct certain expenses alloc- 
able to his capital gains from such 
ordinary income and thus reduce his 
tax still further. 

Therefore, chapter 120 of the laws 
of 1939 made retroactive to any tax- 
able year commencing on or after 
October 1, 1937, defines a new term, 
namely, ‘“‘capital deductions” to 
mean “such deductions allowed by 
section three hundred sixty of this 
chapter as the tax commission deter- 


mines are properly allocable to or 
chargeable against capital assets 
sold or exchanged during the taxable 
year.” It is then provided that capi- 
tal deductions shall be deductible in 
computing net capital gain. From a 
careful reading of this provision, I 
am of the opinion that only those de- 
ductions which are directly con- 
cerned with the sale or exchange of 
capital assets are to be treated as 
capital deductions. In other words, 
only such items as taxes paid on the 
sale of securities and commissions 
on sale and exchange of property 
should be considered capital deduc- 
tions, while interest paid to carry a 
margin account is still an ordinary 
deduction. This provision is made 
retroactive to fiscal years commenc- 
ing on or after October 1, 1937. 


Ever since the enactment of the 
unincorporated business tax, ques- 
tions have been raised about the 
double taxation of the same income. 
Cases arose where the distributive 
share of the net income of one part- 
nership subject to the unincorpo- 
rated business tax became part of 
the net income of another partner- 
ship or an individual subject to that 
tax. At first the several taxpayers 
were each liable for the full tax with- 
out exemption or credit for the in- 
come which was already once sub- 
jected to that tax. The law was then 
amended to provide that there 
should be excluded from the gross 
income of an unincorporated busi- 
ness “its distributive share of the 
net income of another unincorpo- 
rated business to the extent to which 
such share is a part of the net income 
of such other unincorporated busi- 
ness upon which a tax is required to 
be paid under the provisions of this 
article.” Needless to say, many ad- 
ministrative difficulties arose since 
the items of income reported for 
unincorporated business tax pur- 
poses did not always agree with the 
items of income reported for per- 
sonal income tax purposes on the 
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Changes in New York State Tax Laws in 1939 


same blank. Since it was not always 
obvious from the return why the 
differences occurred, much corre- 
spondence resulted and, in some 
cases, assessments were inadvertent- 
ly made which later had to be can- 
celled. To simplify the procedure, 
therefore, and also to take care of 
those cases where a corporation was 
a member of a partnership subject 
to unincorporated business tax and 
where the corporation itself might 
be subject to a franchise tax meas- 
ured by net income, there was sub- 
stituted for the previous provision 
one providing for “an exemption of 
the amount of the proportionate 
interest in such net income of a part- 
ner in the unincorporated business, 
provided that such amount is in- 


19] 


cluded in computing the net income 
of such partner for purposes of the” 
unincorporated business tax or by 
Articles 9A, 9B, or 9C of the tax law. 
This applies to returns for any tax- 
able year beginning on or after Janu- 
ary 1, 1939. It will be noted that this 
should simplify the administration 
considerably and eliminate many 
questions which have arisen hereto- 
fore. 

The last enactment I will mention 
is that imposing an income tax on 
officers and employees of the United 
States, for personal services after 
January 1, 1939. This gives effect 
to the recent Supreme Court deci- 
sion which held that states have the 
right to tax federal employees and 
vice versa. 











The Relationship oft the Accountant 
and Tax Commissions 


3y OGDEN 


USICIANS tell us that the 

music of an era is an accurate 
gauge of the temper of the people. 
Their theory, and I shall not attempt 
to dispute it, is that in the melodies 
and the rythms are found a complete 
chronicle of the joys, the sorrows and 
the vicissitudes which touched the 
lives of the composer’s compatriots. 
They say, for example, that the waltz 
reflects the tempo of life in the 
placid days of peace and plenty. 
“Swing” and the “jitterbug”, they 
theorize, are simply a complement to 
our times. 

We may be reluctant to accept the 
“jam session” as an exact measure of 
our times; or if we do, it is with the 
confession that we had no idea times 
were so bad. 

Seriously, we are living in an age 
of restlessness, of swift and disturb- 
ing changes. There are ample evi- 
dences of this state of unrest in daily 
occurrences among nearly all the 
peoples of the earth—and we of 
America are no exception. The 
world is in a state of flux. It is 
apparent in our work and in our play 
—and its influence upon government 
is even more marked. 

No one can be unaware of the 
rapidly changing philosophies of 
government which have appeared on 
every hand and which have affected 
directly the lives of all of us. Tenets 
of our own government, grizzled 
with tradition, have fallen because 
they no longer served us well. All 
of you are familiar with new con- 
cepts of government, of which some 
have not been accepted gracefully ; 
some have given rise to the cry that 
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we are drifting from the basic prin- 
ciples of constitutional government; 
others have proven their worth so 
conclusively that we wonder why 
they were so late in coming, and still 
others have already been discredited 
and cast into the discard. 

It is not my purpose tonight either 
to assail or to defend these govern- 
mental transformations. I mention 
them simply because they are illus- 
trative of the changing scene, and 
because neither the accountant nor 
the tax administrator can escape 
their influence. The growing com- 
plexities of our economic life have 
found reflection in our systems of 
taxation and have added greatly to 
the responsibilities of the tax ad- 
ministrator. To realize this, one has 
only to compare the relatively sim- 
ple systems of state taxation in 
vogue prior to the World War with 
the elaborate ones now in operation. 

In approaching a discussion of the 
relationship of the accountant and 
the tax administrator, a logical point 
of departure is the story of the de- 
velopment of modern tax administra- 
tive machinery in this state. 

While I do not want to refer to the 
dark ages for a beginning, it should 
be understood that taxation of real 
and personal property until almost 
60 years ago was practically the sole 
source of our state revenue and the 
collection of these taxes was a local 
rather than a state responsibility. 

New York State tax administra- 
tion had its real beginning in 1859 
when the Legislature established a 
State Board of Equalization of As- 
sessments, consisting of the Com- 


Presented at the December 11, 1939 meeting of The New York State Society of Certified 


Public Accountants. 


192 





ee ee ee 


a © a ® 








The Relationship of the Accountant and Tax Commissions 


inissioners of the Land Office and 
the State Board of Assessors, com- 
posed of three state assessors ap- 
pointed for the first time that year. 
The new Board of Equalization was 
charged with the duty of equalizing 
assessed valuations for the purpose 
of apportioning the state tax equit- 
ably among the various counties. 

If state tax administration was in 
its embryonic stage, the same was 
true of tax accountancy. There sim- 
ply was no demand for the account- 
ant’s services in tax compliance and 
if members of your profession had 
been compelled to earn a living in 
the tax field, it would have been a 
starvation existence. 

When, in 1880, the state began its 
departure from complete reliance on 
the general property tax and intro- 
duced the capital stock franchise tax, 
followed in 1885 by the inheritance 
tax, no additional duties were im- 
posed upon the Board of Assessors 
or the Board of Equalization. Rather, 
the State Comptroller was charged 
with administering the new levies. 


The State Board of Tax Commis- 
sioners came into being in 1896, suc- 
ceeding the State Board of Asses- 
sors, and three years later, when the 
Special Franchise Tax Law was 
passed, the new board was assigned 
the task of assessing special fran- 
chises, although administration and 
collection of the tax was, as in the 
case of the general property tax, a 
local function. 

Beginning at the turn of the cen- 
tury and in the 15 years which fol- 
lowed, the state began to tap an in- 
creasingly wider variety of revenue 
sources as more and more personal 
property was removed from the 
sphere of the general property tax 
and was subjected, instead, to special 
taxes. There came in succession the 
bank stock tax, the mortgage record- 
ing tax, the stock transfer tax, and 
others. As these new taxes were 
enacted, they were turned over to 
the state comptroller for administra- 


tion with the exception of special 
franchises and the mortgage record- 
ing tax. 

Thus, as late as 1915, the Board 
of Tax Commissioners was like a 
man without a country. Theirs was 
the unhappy lot of tax collectors 
without a tax to collect. On the 
other hand, business was definitely 
looking up for the accountant dur- 
ing those early 1900’s. New oppor- 
tunities for the accountant were 
presenting themselves and with 
them new responsibilities. 


The administrative advantages 
and economies of consolidation were 
first placed on trial, as applied to the 
state’s tax collecting system, when 
the State Board of Tax Commission- 
ers was abolished and the State Tax 
Department created in 1915. A State 
Tax Commission was placed at the 
head of the department. 


The immediate effect was the 
transfer, from the Comptroller’s of- 
fice to the newly created State Tax 
Department, of the authority to as- 
sess—but not collect—all corpora- 
tion taxes. The Department con- 
tinued supervision over local assess- 
ments and equalization, and broader 
authority was given it over the 
supervision of local tax officials. 

However, when a franchise tax, 
measured by the net incomes of busi- 
ness corporations, was enacted in 
1917, only the assessment of the tax 
was reposed in the Tax Department. 
And when, in 1919, the personal in- 
come tax was enacted, its adminis- 
tration was assigned to the Comp- 
troller, not the Tax Department. 


It was not until 1921 that the Tax 
Department became in fact as well 
as in name the tax administering 
agency of the State. Laws enacted 
during that year transferred to it 
the duties and powers previously 
exercised by the Comptroller in ad- 
ministering the inheritance, per- 
sonal income and stock transfer 
taxes, and the collection of corpora- 
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tion franchise taxes. In the same 
year, administration of the Motor 
Vehicle Law, previously a function 
of the Secretary of State, was also 
included within the jurisdiction of 
the Tax Department. 

Even then, however, the processes 
of administrative metamorphosis 
were not complete. As the result of 
a reorganization of state government 
by constitutional amendment effec- 
tive January 1, 1927, another im- 
portant step in the development of 
the department took place. Revenue- 
collecting and revenue-disbursing ac- 
tivities of the state were assembled 
in the present Department of Taxa- 
tion and Finance. Work formerly 
performed by the State Treasurer, 
the Land Tax Bureau of the Comp- 
troller’s office, and the Commission- 
ers of the Canal Fund was absorbed 
by the new Department, and the 
members of the State Tax Commis- 
sion also were constituted a State 
Board of Equalization. 

In the intervening years, as new 
tax laws have been enacted, their 
administration has fallen naturally 
under the jurisdiction of the Depart- 
ment of Taxation and Finance until 
now, with the exception of minor 
fees and licenses, the Department 
collects virtually all state revenue. 

As presently constituted the De- 
partment is divided by law into four 
units. They are: The Division of 
Taxation, the Division of the Treas- 
ury, the Bureau of Motor Vehicles 
and the State Traffic Commission. 

Because this discussion is prim- 
arily concerned with the first of 
these, as this is where your interest 
lies, I will dispose of the last three 
simply by pointing out that the 
Division of the Treasury receives all 
monies payable to the state treasury 
and pays all warrants drawn by the 
Comptroller; the Bureau of Motor 
Vehicles issues motor vehicle regis- 
trations and driver licenses, and gen- 
erally administers the law with re- 
gard to suspension, revocation and 


restoration of licenses and registra- 
tions. 

Altogether, some 2,000 employees 
are engaged in conducting the busi- 
ness of the Department, either in 
the central Albany office, in branch 
offices or in the field. Within the 
Department are a dozen bureaus, 
some of them serving the entire De- 
partment while others perform ad- 
ministrative and revenue-collecting 
duties. 

As accountants, I do not doubt 
that you are all quite familiar with 
the workings of at least two of these 
bureaus—the Income Tax Bureau 
and the Corporation Tax Bureau— 
and doubtless you are also aware 
that income and corporation taxes 
are the state’s heaviest revenue-pro- 
ducers. In the latest fiscal year, for 
example, income taxes brought in 
over 111 million dollars while cor- 
poration taxes aggregated nearly 85 
million dollars of revenue. 

You are no doubt less well ac- 
quainted with other bureaus of the 
Department and perhaps a passing 
mention of them is not out of order. 
Activities of the Commodities Tax 
Bureau cover an increasingly wide 
range of administrative activities. 
Organized in 1938 to collect alcoholic 
beverage, motor fuel and milk pub- 
licity taxes, the Bureau also admin- 
isters the state’s newest tax—that on 
cigarettes. 

I assume that you have little occa- 
sion, in your professional capacity, 
for transacting business with the 
bureaus administering mortgage re- 
cording, transfer and estate, and 
stock transfer taxes, or with the 
Bureau of Local Assessments, Spe- 
cial Franchises and Land Equaliza- 
tion, whose objective is the improve- 
ment of real property tax adminis- 
tration in the localities. However, 
current developments in connection 
with the mortgage recording tax are 
of interest and, I think, of proper 
concern to you. 

The constitutionality of the law 
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has been challenged under the new 
State Constitution which prohibits 
the levying of a tax on intangible 
personal property. In reply to the 
contention of plaintiffs in two test 
actions before the Court of Appeals 
that the mortgage recording tax is 
a tax on the mortgage itself and 
therefore contrary to the Constitu- 
tion, the state contends that the tax 
is imposed for the privilege of re- 
cording the mortgage and is there- 
fore an excise tax. Should the law 
be held invalid, taxes paid under the 
act since January 1, 1939, estimated 
to exceed four million dollars in this 
calendar year, will be subject to re- 
fund. 

I have tried to present to you, as 
briefly as possible, a picture of the 
general structure of the Department 
of Taxation and Finance, together 
with an outline of the developments 
which led to the establishment of 
this highly-centralized tax-collect- 
ing agency—a story which parallels 
in many respects the growth of tax 
accountancy. 

Now that we have the machine 
built, the question is: Does it run? 

In the first place, the cost of col- 
lecting state revenue has _ been 
greatly reduced. In 1922, when cen- 
tralized tax administration was 
really begun, the cost of personal 
service plus maintenance and opera- 
tion expenditures required to collect 
$100 of revenue was $1.88. Since 
then, it has been as low as 71 cents, 
but was 77 cents in 1938. It is ob- 
vious, of course, that large collec- 
tions in good years and shrinkage in 
revenue in unfavorable years have 
influenced the rate. Nevertheless, 
there has been a sharp trend in the 
direction of reduced costs. 

In the second place, consolidation 
resulted in uniformity of policy in 
tax administration. It permitted the 
creation of a permanent force trained 
in the administration of the law. It 
removed confusion in the public 
mind as to which of the several de- 


partments received reports and com- 
muncations concerning tax matters. 

In the third place, it greatly in- 
creased efficiency in tax administra- 
tion. Tax administration consists of 
more than merely receiving reports 
and accepting remittances. Returns 
must be audited, both in the office 
and in the field. Investigators must 
go into all sections of the State to 
unearth tax evaders and tax avoid- 
ers. Experience has shown that the 
techniques developed in the admin- 
istration of one tax are often helpful 
in the administration of another. 
When the new cigarette tax went 
into effect last July 1, the Commodi- 
ties Tax Bureau was able to take 
over its administration by perform- 
ing part of the work through exist- 
ing personnel and adding a rela- 
tively small number of new em- 
ployees. 

Most New York State tax laws 
administered by the Department re- 
quire the taxpayers to file reports, 
usually accompanied by a part, or 
all, of the tax due. These reports are 
audited in the office by accountants 
who follow a developed audit pro- 
cedure. When important questions 
arise which cannot be settled by 
correspondence, the returns are re- 
ferred to the district offices for in- 
vestigation. In addition, conferences 
and hearings are held, with a view 
toward a mutually satisfactory de- 
termination of tax liability. 

Throughout all of these adminis- 
trative operations, there is essen- 
tially a close relationship between 
the accountant and the administra- 
tor. It is no exaggeration to say 
that our task is simplified to the ex- 
tent of your service to the taxpayer. 
You make your first contribution 
when you install a system of ac- 
counts which enables the taxpayer to 
disclose, without undue effort, his 
taxable income. Your indirect serv- 
ice to government is furthered when 
you prepare the taxpayer’s returns 
in such a manner as to render our 
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audit of the return reasonably sim- 
ple. Your assistance to administra- 
tion is continued when, as is often 
the case, you are called upon to fur- 
nish additional information or to 
clarify complicated items in the re- 
turns at informal and formal hear- 
ings. 

3ecause the tax administrator 
must, of necessity, accept many 
things on faith, it is reassuring in- 
deed to know that men of your pro- 
fession and organization are pre- 
paring the more important returns. 
The tax administrator to a certain 
degree must judge the accuracy of 
a return upon the basis of its origin 
and the personalities involved. Your 
reputation for integrity and fair 
dealing stands you in good stead 
when the returns reach our desks. 
Such abstract considerations are of 
extremely vital importance because 
the twin evils of tax evasion and tax 
avoidance, like the poor, we have 
always with us. 

The techniques employed in the 
enforcement of our other taxes are 
very similar. We now receive an- 
nually about 1,800,000 personal in- 
come tax returns, of which more 
than 700,000 are taxable. After the 
returns are filed, the work of audit- 
ing commences and monthly reports 
of the work of the audit division are 
rendered. It is likely that as a result 
of these auditing efforts, tax collec- 
tions are increased by at least 
$7,500,000 annually. 

A few years ago it was discovered 
that the individual bureaus of the 
Department were experiencing dif- 
ficulty in collecting additional as- 
sessments. There followed the or- 
ganization of a collection unit which 
takes over collection items after the 
efforts of the bureau in question have 
proved unavailing. This unit has 
been successful in liquidating up- 
wards of $1,000,000 annually of these 
unpaid accounts—accounts which 
would otherwise be lost to the state. 

I think you will be interested to 


know, also, that the Department has 
a Special Investigation Bureau, to 
which are referred all cases where 
there is evidence of fraud. This unit 
is modeled after the Federal Bureau 
of Investigations and its personnel 
carefully chosen for this type of 
work. Although the unit is not 
large, it is invaluable to a tax col- 
lection agency the size of the New 
York State Department. For every 
dollar spent on this bureau, at least 
$50 in taxes are collected. 

Administration difficulties are 
multiplied when the Department 
must collect an unreasonable tax or 
one which is especially obnoxious to 
the public—and it usually follows 
that an unreasonable tax becomes an 
obnoxious tax. As in other fields, 
tax administration begins where leg- 
islation ends. To the extent that 
legislation is based upon sound prin- 
ciples, is equitably and justly drawn, 
and is unencumbered by unnecessary 
restrictions, the task of the admin- 
istrator is simplified. 

However, there are abundant illus- 
trations to prove the point that good 
administration of poor tax laws may 
be more effective and perhaps more 
palatable to the taxpayer than poor 
administration of essentially good 
laws. It must be concluded that ad- 
ministration is fully as important as 
the legislation with which it is con- 
cerned. 

The skilled administrator may 
often overcome or mitigate the de- 
fects of poor legislation, but in the 
cases of unreasonable taxes, those 
impractical and offensive to sound 
theories or with rates disproportion- 
ately high, public resentment may 
effectively balk all efforts at ade- 
quate enforcement. It is almost 
axiomatic, on the other hand, that so 
long as the taxpayers consider a 
given tax just and its rates equitable, 
their consciences or the disapproval 
of their fellow citizens, if not their 
sense of fair play will serve as for- 
midable obstacles to evasion. 
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If a fault of legislators and ad- 
ministrators alike has been their not 
infrequent failure to appraise ade- 
quately the impact of a given tax 
upon the economic structure, it is 
equally true that sufficient weight 
has not in the past been given to the 
contributions, however theoretical, 
of tax authorities outside the public 
service. 

It is worthy of note, therefore, 
that administrators no longer adopt 
an air of condescension where the 
non-government tax expert is con- 
cerned. The tendency toward im- 
proved relations between them dur- 
ing recent years has been marked by 
beneficial consequences. Our own 
experience in the Department is that 
consultation and advice of tax ex- 
perts in the academic field and in 
accounting practice have been of 
immeasurable value. Tax problems 
are so far-reaching that they call for 
the combined ingenuity of all con- 
cerned. 

There is, just now, a _ practical 
demonstration of this very thing. 
For the past two weeks, members of 
the State Tax Commission have been 
sitting in almost daily conferences 
to consider the Department’s 1940 
legislative program. Aside from the 
proposals for legislative changes 
submitted by those within the De- 
partment, the Commission has be- 
fore it numerous recommendations 
offered by outside agencies such as 
your own organization. No action 
is taken by the Commission upon a 
proposal until it has explored every 
available viewpoint pertinent to the 
subject. And it is not surprising at 
all, in view of the common approach 
to equity and simplicity in tax ad- 
ministration, that suggestions of 
bureau heads within the Department 
frequently coincide with those of- 
fered by outside practitioners. 

Equally worthy of note, I believe, 
is the substitution of a spirit of co- 
operation with taxpayers for atti- 
tudes and practices of the past which 


were characterized, and not without 
some justification, as arbitrary and 
bureaucratic. The convenience of 
the taxpayer is more thoroughly 
respected and his problems accorded 
the sympathetic treatment to which 
he is entitled. Administrative pit- 
falls are being avoided by informal 
round-the-table conferences and dis- 
cussions before the final determina- 
tion of policies, plans, and forms. 
The conference table, more than any 
other factor, is helping the adminis- 
trator and the taxpayer to reach a 
mutual understanding of their re- 
spective problems. And often the 
accountant is the medium through 
which this interchange of views is 
accomplished. 

As for what lies ahead, let the 
crystal-gazers have the field to them- 
selves. I shall not be so foolhardy 
as to attempt prognostications in an 
age which has produced such fan- 
tastic nostrums as “Ham and Eggs” 
and the other tempting proposals 
of those who believe you can get 
something for nothing. 

It might be added, parenthetically, 
that whatever economic sorcery may 
next be conjured up, I shall not be 
unduly alarmed. The intelligence 
and good sense of the American peo- 
ple have too often been demonstrat- 
ed, particularly in the trying times 
through which we have just been 
passing, to brook any serious doubts 
as to the future. 

Whatever does lie ahead, we can 
be certain that out of the crucible, 
boiling over agitation for tax re- 
forms, will come changes. That ap- 
pears just as certain, in our restless 
age, as death and taxes themselves. 
And in these changes will come new 
challenges to the accounting field; 
new demands for your special tal- 
ents, and a need for new techniques 
which only your profession can sup- 
ply. Progressively, the taxpayer and 
the tax administrator himself are 
leaning more heavily upon those of 
your craft. 


197 











The New York Certified Public Accountant 


It is obvious that for the proper 
administration of tax laws, as we 
know them today, intelligent col- 
laboration between the legislator, 
the lawyer, the tax administrator and 
the accountant is essential. There 
falls upon the legislator the duty of 
enacting fair and equitable revenue 
laws which will not, on the one hand, 
penalize business and industry nor 
discourage capital investments, and 
which will not, on the other hand, 
exact more than a just share from 
the great masses of individual tax- 
payers, especially those least able to 
pay. Upon the lawyer falls the 
responsibility, as an officer of the 
court, of interpreting the laws for 
practical application by the tax ad- 
ministrator, who, in turn, must pre- 
scribe only such reasonable regula- 
tions as are essential to insure col- 
lection of the taxes. 


The accountant’s role is one of 
service to both government and tax- 
payer. He is, for all practical pur- 
poses, the “go-between” in the mod- 
ern tax transaction. In his pivotal 
position, he has the two-fold duty of 
protecting the interests of his client 
to the extent that the taxpayer gets 
a square deal, at the same time he in- 
sures fair play with his government. 

Corporate and personal income 
taxation opened up a whole new 
vista for accounting soon after the 
turn of the century and in these last 
few years the accountant’s job has 
become increasingly important as 
social and economic reforms have 
broadened the scope of governmental 
functions, causing the cost of gov- 
ernment to rise and leading to a 
variety of new taxes as well as com- 
plicated modifications of old ones. I 
think it can be said positively that 
were it not for the trained account- 
ant and his techniques, government 
could not have hoped to administer 
or collect many of the tax levies 
which now produce the bulk of fed- 
eral and state revenue; nor could the 
taxpayer properly comply with the 


labyrinth of laws and regulations, 
however good his intentions. 


And just as the shifting social and 
economic forces have made indis- 
pensable to both government and 
taxpayer the services of accounting 
specialists, so the same forces now 
serve to emphasize the necessity for 
a continuing analysis of new tax 
measures and proposals, of judicial 
rulings and legal opinions casting 
new interpretations on existing law, 
of administrative rules and regula- 
tions, and of the various forms which 
the taxpayer is required to file. 


This information, of course, is the 
accountant’s stock in trade. But we 
ask that you go further. We ask 
that your examination of the tax 
laws and the administrative tools 
with which taxes are collected be 
made from the standpoint of con- 
structive criticism and that you give 
the administrator the benefit of your 
observations. I am aware that this 
has been the practice of some of 
your members and committees in the 
past, but at this time I wish to renew 
the invitation of the State Tax Com- 
mission to bring us your sugges- 
tions. 


In this respect, I would be remiss 
if I did not comment upon a recent 
work of your association. As you 
are all aware, the Corporation Tax 
Law (Article 9-A) although in op- 
eration for the past 23 years, was 
never supplemented or implemented 
by the Department with rules and 
regulations. As a result, there has 
been the necessity for individual rul- 
ings without number and there has 
been a lack of a standard for inter- 
pretation of sections of the law giv- 
ing rise to various problems. 

It was decided last fall to under- 
take the drafting of regulations to 
supply this definite need and your 
organization was one of _ several 
asked to submit especially knotty 
problems and troublesome questions 
which should be answered by the 
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regulations, together with such other 
recommendations as you cared to 
make. 

Your committee gathered together 
the information which the Commis- 
sion requested and it is now in our 
hands. In fact, we are already work- 
ing on the proposed regulations. I 
wish that it were possible for me to 
give you tonight some of the details 
of the proposed new regulations, but 
the task of sifting the data which has 
been collected, of reviewing deci- 
sions and, finally, of setting down 
the regulations has not progressed 
to the stage where discussion is 
possible. 

I do wish, however, personally 
and on behalf of the Tax Commis- 
sion, to express our appreciation for 
your splendid cooperation in this 
and past undertakings. Frankly, 


we do not pretend to know all there 
is to know about taxation. We real- 
ize that you are on the firing line and 
that you know, even better than the 
taxpayer himself, in most instances, 
whether a regulation or the struc- 
ture of a tax report form works an 
unnecessary hardship upon the in- 
dividual or the business corporation, 
which could be remedied. We need 
your continued assistance in remov- 
ing such hardships. For reasons 
which may not always be imme- 
diately clear to you, it may not prove 
feasible to utilize all of your recom- 
mendations. However, you can rest 
assured that they will receive our 
most sympathetic attention and that 
your profession can be eternally 
proud of the public service which its 
members have so generously rend- 
ered. 
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Comparison of Federal and New York State 
Income ‘Taxes 


By NicuHotas SALVATORE, C.P.A. 


HE federal and New York State income tax principles affecting 
individuals, estates and trusts are alike in many respects although 
there are some important differences. 

Many taxpayers, in contemplating proposed financial transactions, con- 
centrate on the federal tax consequences of such transactions and fail to 
consider the effect on New York State income taxes. They lose sight of 
the fact that the New York taxes, though perhaps lower than federal 
taxes, might be substantial enough to warrant deeper consideration or 
perhaps modification of the form of proposed transactions. Accordingly, 
New York taxpayers should have a thorough working knowledge of the 
New York State tax laws as well as the federal tax laws and be especially 
acquainted with the differences between them. 

The following compilation of the federal and New York State tax laws 
and regulations has been prepared in comparative form to include the 
more important phases of each with the object of pointing out both the 
uniformity and the dissimilarity of the two tax laws and regulations pro- 





mulgated thereunder. 


INDIVIDUALS 
Subject Federal New York State 
Who must file Single or married person not liv- Same as federal except that net 
returns ing with husband or wife whose capital gains must be added to 
net income is $1,000.00 or over net income in determining the 
or whose gross income is liability for filing. 
$5,000.00 or over. 

Married couple living together Same as federal except that net 
during the taxable year whose capital gains must be added to 
aggregate net income is $2,500.00 net income in determining the 
or over or whose aggregate liability for filing. 
gross income is $5,000.00 or 
over. 

Taxability of All salaries taxable including All salaries taxable including 
salaries those of state and federal em- those of federal and state em- 
ployees. Pensions awarded by ployees, except employees of 
one to whom no services have foreign governments, pensions 
been rendered are not taxable paid to officers and employees 
to recipient. of the U. S., the state and its 
subdivisions and agencies. 
Dividends Domestic and foreign dividends Fully taxable. 
subject to normal tax and sur- 
tax; domestic dividends paid 
out of earnings accumulated 
prior to March 1, 1913 not 
taxable. 
Stock True stock dividends not taxable, Not taxable. 
dividends stock dividends of different 


classes or those that change pro- 
portionate interests are taxable. 
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Comparison of Federal and New York State Income Taxes 
ite Subject Federal New York State 

Dividends Excluded from gross income and Same as federal. 
paid from basis of stock adjusted. 
depletion 
reserves No distribution can be made from No distribution deemed to have 

such reserve until all earnings been made from such a reserve 
or profits of the corporation ac- except to the extent that the 
cumulated after February 28, amount paid exceeds the sur- 
ting 1913 have been first distributed. plus and undivided profits of 
ugh Reserve determined by refer- the corporation. Reserve de- 
7 ence to basic value of property termined by reference to basic 
at March 1, 1913. value of property at January 

‘on- 1, 1919. 

| to 

t ot Taxability Exempts interest on all state and Exempts interest on all federal 
eral of interest municipal bonds, partial exemp- obligations, all New York State 
or income tion on federal obligations. In- and local bonds, and on bonds 
why terest on obligations of Home of savings and loan banks. of 
BY; Owners’ Loan _ Corporation New York and of limited divi- 
the subject to surtax only. All dend housing companies, or- 
ally other interest taxable. ganized pursuant to the State 
. Housing Law, also bonds issued 
by Home Owners’ Loan Cor- 
LWS poration; taxes interest received 
the on obligations of other states 
the and political subdivisions there- 
ro- of. All other interest taxable. 

Instalment Dealers in personal property on Same as federal. 
sales the instalment plan may report 

as income therefrom in any tax- 
able year that portion of the 
net gross profit realized on such 
1 to sales measured by the amount 
the of the instalment payments ac- 
tually received on such sales 
in that year. In the case of 
net a casual sale or casual disposi- 
| to tion of personal property for 
the a price exceeding $1,000.00 or 
of a sale of real property where 
the initial payments do not ex- 
ceed 30% of the sales price, the 
income may be returned on 
ing the instalment basis. 
>m- 
of 
ons Losses Transactions between members’ Bona fide losses allowed. 
ees of family, partners, controlled 
its corporations, grantors and bene- 
ficiaries not allowed. 

Wash sales No deductible loss. Capital loss may be claimed. 

Worthless Worthless corporate securities Same as federal. 
securities treated as capital losses. 

Loss on Losses on the sale of persona! Losses on the sale of personal 
property residence or other property ac- residence or other property ac- 
acquired for quired for personal use, not quired for personal use, de- 
personal use deductible. ductible as a capital loss. 
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Subject 


Basis for 
determining 
gain or 

loss on 

sale of 
property 
acquired by 
purchase 


Basis for 
determining 
gain or 

loss on 

sale of 
property 
acquired 

by gift 


Basis for 


determining 
gain or 

loss on 

sale of 
property 
acquired by 
bequest, 
devise or 
inheritance 


Basis for 
determining 
gain or 

loss on 
exchanges 


Capital net 
gains and 
losses 





The New York Certified Public Accountant 


Federal 


Cost, except where acquired prior 


to March 1, 1913, in which case 
basis is cost or March 1, 1913 
value, whichever is higher, for 
computing gain; for computing 
loss, the basis is cost. No gain 
or loss recognized if proceeds 
are between cost and March 1, 
1913 value. 


If acquired after December 31, 


1920, basis same as donor’s, to 
determine gain; to determine 
loss use fair market value at 
time of gift, if lower than 
donor’s basis. No gain or loss 
if proceeds are between donor’s 
basis and value at time of gift. 


If acquired before 1921, basis is 


fair market value when ac- 
quired. 


3asis is value at date of death. 


Same as in gain or loss on sales 


provided property received has 
a “fair market value’. No gain 
or loss arises on (a) exchanges 
of property in kind held for 
investment (excepting securi- 
ties) or for use in trade or busi- 
ness, (b) exchange of common 
stock for common stock or pre- 
ferred stock for preferred stock 
in the same Corporation, or (c) 
exchanges in connection with 
certain reorganizations. 


Long-term capital gains or losses 


recognized to extent of 6624% 
on assets held 18 to 24 months 
and 50% on assets held over 24 
months. Alternative methods 
for taxing provided; for net 
gains taxpayer uses method 
yielding lesser tax and for net 
losses, method yielding greater 
tax. 


Gains or losses on assets held 


less than 18 months known as 
“short-term capital gains or 
losses”; 100% of net gain taken 
into account in computing net 
income. Short-term net loss 
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New York State 


Cost, except where acquired prior 
to January 1, 1919, in which 
case basis is cost or January 
1, 1919 value, whichever is 
higher for determining gain 
and whichever is lower for de- 
termining loss. No gain or 
loss recognized if proceeds are 
between cost and January 1, 
1919 value. 


If acquired after December 3], 
1927, basis determined same as 
federal. 


If acquired before 1928, basis is 
fair market value when ac- 
quired. 


Basis same as federal. 


Same as federal. Non-taxable ex- 
change becomes a taxable one 
if property is sold within six 
months of transfer, under cer- 
tain conditions. 


Capital gains and losses are all of 
one class, the net capital gains 
being taxed at one-half the 
regular rates. Excess capital 
net losses cannot be used to 
reduce other income and no 
carry-over to future years is 
provided. Emergency tax does 
not apply. 


Excess of personal exemption and 
credit for dependents over ordi- 
nary net income may be applied 
against net capital gains. 
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Comparison of Federal and New York State Income Taxes 


Subject 


Contributions 


Interest paid 


Expenses of 
co-operative 
apartment 


Taxes paid 


Federal 

not deductible from ordinary 
income but may be carried for- 
ward (in amount not exceed- 
ing net income of year in which 
incurred), and applied against 
short-term net gains in suc- 
ceeding year. 

Gain or loss on disposition of de- 
preciable assets used in trade 
or business treated as ordinary 
income or deduction. 


Contributions are deductible only 
if made to organizations within 
U. S. or its possessions. 


Deductible if made to federal, 
state or political subdivisions, 
for exclusively public purposes. 

Deductible if made to certain 
J. §S. educational, charitable, 
scientific and general welfare 
corporations, irrespective of 
residence of donor (no substan- 
tial part of activities should in- 
fluence legislation). 

Pew rent deductible as contribu- 
tions. 

Limited to 15% of the net in- 
come, per tax return, before 
deducting contributions. 


Where the alternative method of 
computing the capital gain tax 
applies the 15% limitation is 
based on the net income in- 
cluding the net long-term capi- 
tal gain but excluding the net 
long-term capital loss. 


All interest deductible, except in- 
terest paid to purchase or carry 
tax-exempt securities. 


No deduction by stockholders for 
carrying charges of corporation. 


Federal income taxes not de- 
ductible. 

State income taxes deductible. 

Taxes (assessments) on _ local 
benefits not deductible. 

Real estate taxes deductible. 


Estate, inheritance and gift taxes 
‘not deductible. 
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New York State 


Same as federal. 


Contributions made by a resi- 
dent deductible even if made 
to an organization in a foreign 
country, but organization must 
be of nature which would be 
recognized if situated within 
this country. 

Same as federal. 


Same as federal for a resident. In 
case of a non-resident deduc- 
tions are restricted to domestic 
(New York State) organiza- 
tions. 


Pew rent not deductible. 


Limited to 15% of the net in- 
come before deducting con- 
tributions. No part of capital 
gains or losses considered in 
determining the 15% contribu- 
tion limitation. 


All interest deductible, except 
when paid on property, income 
of which is not taxable. 


Interest and taxes paid by cor- 
poration deductible by stock- 
holders. 


Same as federal. 


State income taxes not deductible. 
Similar to federal. 


Deductible unless paid on prop- 
erty, income of which is not 
subject to tax. 

Same as federal. 
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Federal 


Deductions allowed for income 
and profits taxes paid to foreign 
countries, unless claimed as 
credit against tax payable. 


Subject 


Stock transfer taxes deducted 
separately as a tax. 


Bad debts or additions ta reserve 
deductible. 


Bad debts 


Depreciation, A reasonable allowance for de- 
depletion and preciation, depletion and obso- 
obsolescence lescence on property used in 

trade or business may be de- 
ducted from gross income. 


If property was acquired subse- 
quent to March 1, 1913, the 
basis for computing the deduc- 
tion is cost. 


If the property was acquired 
prior to March 1, 1913 the de- 
duction is computed on the cost 
or market value at March. 1, 
1913, whichever is higher. 


Discovery value in case of mines 
—in the case of mines (other 
than metal, coal, or sulphur 
mines) discovered by the tax- 
payer after February 28, 1913, 
the basis for depletion shall be 
the fair market value of the 
property at the date of dis- 
covery or within thirty days 
thereafter, if such mines were 
not acquired as the result of 
purchase of a proven tract or 
lease, and if the fair market 
value of the property is mate- 
rially disproportionate to the 
cost. Depletion allowance based 
on discovery value limited to 
50% of net income (computed 
without allowance for deple- 
tion). 

Special formulae used in comput- 
ing depletion deductions in case 
of oil and gas wells, coal, metal 
and sulphur mines. 
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New York State 


Notdeductible. (Dividendsand/or 
interest are required to be re- 
ported gross.) 


Stock transfer taxes on sales or 
exchanges of “capital assets” 
deductible only in computing 
capital gains or losses. 


Transfer taxes on following kinds 
of transfers deductible from 
gross income. On transfer from: 


1. Dealer in securities to 
customer. 

2. Executor to residuary 
legatee. 

3. Settlor of trust to trustee. 

4. Donor of gift to recipient. 


Same as federal. 


Same as federal. 


If property was acquired subse- 
quent to January 1, 1919, the 
basis for computing the deduc- 
tion is cost. 


If the property was acquired 
prior to January 1, 1919, the 
deduction is computed on the 
basis of fair market value on 
January 1, 1919. 


In the case of mines discovered 
by the taxpayer on or after 
January 1, 1919, and not ac- 
quired as the result of a pur- 
chase of a proven tract or 
lease, where the fair market 
value of the property is mate- 
rially disproportionate to the 
cost, the depletion allowance 
is based on the fair market 
value of the property at the 
date of the discovery or within 
thirty days thereafter. Limita- 
tion on depletion allowance is 
the same as federal. 


Generally, the same as federal. 








Comparison of Federal and New York 


Subject Federal 
Business Business expenses deductible from 
expenses gross income include the ordi- 


nary and necessary expendi- 
tures directly connected with 
or pertaining to the taxpayer’s 
trade or business. 


Net operating carry-over 
allowed for taxable years be- 
ginning after December 31, 
1938. Net operating loss for 
years commencing January 1, 
1939 may be carried forward 
for two years. 


Net operating loss 
loss 
carry-over 


Personal $1,000.00 for a single person or 
exemptions a married person not living 

with husband or wife. 

$2,500.00 for a husband and wife 
living together. Exemption 
may be divided where separate 
returns filed. 

$2,500.00 for a head of a family. 
Credit only allowed where the 
individual actually supports and 
maintains in one household one 
or more individuals related to 
him by blood, marriage or 
adoption over whom taxpayer 
has some moral or legal obli- 
gation to exercise family con- 
trol. Actual support means 
more than one-half of the sup- 
port. 

Where status changes during the 
year credit must be prorated 
according to number of months 
in each classification. 


$400.00 for each dependent other 
than husband or wife, under 18 
years of age or incapable of 
self-support because defective. 

Taxpayer in order to claim the 
credit must furnish the chief 
support (more than one-half). 

The dependent need not (1) be 
related to the taxpayer, or (2) 
live with the taxpayer. Tax- 
payer need not be under any 
legal or moral obligation to 
furnish the support. 

Where status changes during the 
year credit must be prorated 
according to number of months 
in each classification. 


Credit for 
dependents 


If net income is $3,000 or less, 
then 10% of net income; if net 
income is more than $3,000 then 
10% of net income or earned 
net income whichever is lower 
but not less than $300 or more 
than $1,400. 


Earned income 
credit 
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State Income Taxes 


New York State 


Business expenses as well as all 
the ordinary and necessary ex- 
penses connected with the pro- 
duction of income required to 
be included in gross income are 
deductible. 


No similar provisions. 


Same as federal. 


Same as federal. 


Same as federal. 


Same as federal. 


Same as federal. 


Same as federal. 


federal. 


Same as 


Same as federal. 


No credit allowed. 








Subject 


Rates of tax 


Credits for 


taxes against 
mcome taxes 


Returns: 


Filing date 
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Federal 


Earned income from profession— 
entire amount received as pro- 
fessional fees may be treated 
as earned income. 


Individual proprietor or partner— 
where both personal services 
and capital are material in- 
come producing factors, a 
reasonable allowance as com- 
pensation for personal service 
actually rendered by the tax- 
payer, considered as earned in- 
come, but the earned income 
is limited to 20% of the net 
profits of the trade or business. 


Normal tax 4% of net income 
after deducting personal ex- 
emption, credit for dependents, 
interest on obligations of the 
U. S. and its instrumentalities 
and earned income credit. 


Surtax taxes—graduated from 4% 
to 75% on net income after 
deducting personal exemption 
and credit for dependents. First 
$4,000 exempt. 


Recognized net long-term gains 
included in net income and tax 
computed at ordinary normal 
and surtax rates or at a flat 
rate of 30% if this produces a 
lower tax. 


Recognized net long-term losses 
included in net income and tax 
computed at ordinary normal 
and surtax rates or at a flat 
rate of 30% if this method pro- 
duces a higher tax. 


Tax paid by debtor corporations 
on tax-free covenant bonds 
allowed as a credit against the 
income tax to bondholders to 
the extent of 2% of the interest. 


Income taxes paid to foreign 
countries and to U. S. posses- 
sions allowed as credits against 
income taxes due U. S. unless 
taken as a deduction from gross 
income. 


Due 15th day of third month 
following close of fiscal or 
calendar year. 
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New York State 


No similar provision. 


No similar provision. 


Normal tax: 

2% on first $1,000 in excess of 
personal exemption and credit 
for dependents. 

3% on next $2,000. 

4% on next $2,000. 

5% on next $2,000. 

6% on next $2,000. 


7% on excess over $9,000 ex- 
clusive of capital gains and 
losses. 


Net capital gains, after deducting 
any unused exemption taxable 
at one-half of the foregoing 
rates. : 


Emergency tax—1% on net in- 
come after deducting personal 
exemption and credit for de- 
pendents and excluding capital 
gains and losses. 


Unincorporated business tax— 
4% of net income from business 
after deducting exemption. 


No credit allowed. 


Income taxes paid by non-resi- 
dent to state or country of resi- 
dence allowed as credit when 
law of jurisdiction grants re- 
ciprocal credit. 


Due 15th day of fourth month 
following close of fiscal or 
calendar year. 
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Comparison of Federal and New York State Income Taxes 


Subject 


Place of 
filing 


Payment of tax 


Non-residents 


Change in 
residence 


Change in 
accounting 
period 


Decedents 


Evasion of 
surtaxes by 
incorporation 


Federal 


File tax returns with collector 
of district of legal residence or 
principal place of business; if 
none in U. S., with collector at 
3altimore, Maryland. 

File information returns for sala- 
ries, interest, etc., on or before 
February 15th following calen- 
dar year with Commissioner 
of Internal Revenue, Returns 
Distribution Section, Washing- 
ton, D: C, 


Payable in four quarterly instal- 
ments beginning at the time 
the return is filed. 


Same tax rates as residents, if 
engaged in business or having 
office in U. S., otherwise special 
taxes. 

Exemptions and deductions 
allowed if proper return filed. 


No provision similar to state. 


No similar provision. 


Where return filed for part of 
year, owing to change in ac- 
counting period, income placed 
on annual basis but personal 
exemptions allowed for the full 
year. Tax reduced to propor- 
tion that number of months 
included in return bears to 
twelve months. 


Accrued income and deductions 
to be reported for decedent, 
even if on a cash basis. 


Corporations subject to special 
surtax on adjusted net income. 
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New York State 


File at office of New York State 
Income Tax Bureau, State Office 
Building, Albany, N. Y. or at 
any district office of Income 
Tax Bureau. 

File information returns for sala- 
ries, interest, etc., on or before 
February 15th following calen- 
dar year with State Tax Com- 
mission, Income Tax Bureau, 
Albany, N. Y. 


Normal and net capital gains 
taxes payable in three instal- 
ments, one-half on filing re- 
turn, one-quarter two months 
later and one-quarter six months 
after filing. 

Emergency and unincorporated 
business taxes payable in full 
on filing return. 


Same tax rates as for resident. 


Same exemptions as for resident. 


Provision for two returns where 
residence changes during tax- 
able year. 

Where individual changes his 
status from that of a resident 
to that of a non-resident or 
from that of a non-resident to 
that of a resident, the return 
shall be made on the accrual 
basis. 


Where return filed for part of 
year, owing to change in ac- 
counting period, (a) the com- 
bined net income and capital 
net gain placed on an annual 
basis, (b) personal exemptions 
allowed for the full year; (c) 
tax reduced to proportion that 
number of months included in 
return bears to twelve months. 


Same as federal. 


No corresponding provisions. 








Subject 


Community 
income 


Husband 
and wife 


Partnerships 


When return 
required 


4 
Net income 
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Federal 


A husband and wife who are 
domiciled in a state having 
community property laws, may 
each, in filing separate returns, 
report one-half of the income 
and one-half of the deductions. 


Contributions—Husband and wife 
are treated as separate tax- 
payers in a joint return in de- 
termining basis for contribu- 
tions—deduction is computedon 
basis of net income of each 
spouse and not on the com- 
bined net income. 


Returns—Where each spouse has 
net income it may be advan- 
tageous to file separate re- 
turns. Joint returns advanta- 
geous where one spouse has 
a net loss and the other has 
net income. 


A partnership does not pay in- 
come taxes, but it is required 
to file a partnership return 
which shows the net income 
of the partnership and the dis- 
tributive shares of the partners, 
on which they are taxed in their 
individual returns. 


Contributions—No deduction for 
contributions is allowed to a 
partnership, but each partner is 
entitled to deduct his propor- 
tionate share of such contribu- 
tions on his individual return. 


New York State 

Does not have community prop- 
erty laws. However, a non- 
resident of New York who is 
a resident of a state having 
community property laws must 
report total income earned in 
New York State. 


No similar provisions. 


Same as federal. 


Same as federal. 


Same as federal. 


ESTATES AND TRUSTS 





Estates—lIf the net income of the 
estate for the taxable year is 
$1,000 or over, or the gross in- 
come is $5,000 or over. 

Trusts—If the net income of the 
trust for the taxable year is 
$100 or over, or the gross in- 
come is $5,000 or over. 


The net income of an estate or 
trust is computed in the same 
manner and on the same basis 
as in the case of an individual 
with the following exceptions: 
(a) Contributions may be un- 

limited if provided for in 
will or deed of trust. 

(b) A credit is allowed against 
the net income for amounts 
distributable to beneficia- 
ries, etc. 
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Same as federal except that the 
net capital gains must be added 
to net income in determining 
the liability for filing. 

If the combined net income and 
net capital gain is $1,000 or 
over, or the combined gross in- 
come and capital gain for the 
taxable year is $5,000 or over. 


Same as federal. 


Same as federal. 


Same as federal. 
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Comparison of Federal and New York State Income Taxes 


Subject 
Personal 
exemption 


Rates of tax, 
payment of tax, 
filing date and 
place of filing 


Discretionary 
trusts 


Resident and 
non-resident 
beneficiartes 


Statute of 
limitations: 
On additional 
assessments 


On refunds 


Federal 


Estates — Exemption of $1,000 
allowed even if in existence for 
less than 12 months. 

Trusts—Exemption of $100 
allowed even though a trust is 
in existence for less than 12 
months. 





Same as set forth under indi- 
viduals. 


Portion of net income distributed 
to beneficiary, taxable to bene- 
ficiary, balance taxable to fidu- 
Ciary. 


A citizen or a resident alien bene- 
ficiary of an estate or trust is 
taxable on his or her share of 
the net income of such estate 
or trust. 

A non-resident alien beneficiary 
of an estate or trust not en- 
gaged in a trade or business 
within the U. S. and not having 
an office or place of business 
therein is taxed on his or her 
share of the net income of the 
estate or trust. Returns to be 
filed and rates of tax vary ac- 
cording to amount of gross in- 
come. 


GENERAL 


years after return filed or 5 
years after return filed if 25% 
of gross income omitted from 
return. 


w 


wW 


years from time return filed or 
2 years from time tax paid, 


whichever period expires later. 


New York State 


Same as federal. 


Exemption of $1,000 allowed even 
if in existence for less than 12 
months. 


Same as set forth under indi- 
viduals. 


All taxable to fiduciary. 


A resident beneficiary of an es- 
tate or trust is taxable on his 
or her share of the net income 
of such estate or trust. 


A non-resident beneficiary is tax- 
able only on such part of his 
income from the estate or trust 
as arises from sources within 
the State of New York (exclu- 
sive of annuities, interest on 
bank deposits, interest on bonds, 
notes or other interest-bearing 
obligations or dividends from 
corporation, except to the ex- 
tent to which the same shall be 
a part of the income from any 
business, trade cr profession or 
occupation carried on in this 
state subject to taxation). 


Same as federal. 


2 years from the time of the filing 
of the return or 1 year from 
the recomputation of the tax. 














The Accounting Problem 
Arising under Section 17 of the New York 
Decedent Estate Law 


By EMANUEL SAXE, C. P. A. 


QUCCESSION to property by virtue 
of a testamentary gift is not an in- 
herent natural right nor one guaranteed 
by fundamental law. It is purely a 
creature of positive law, created by the 
sovereignty and designed to preserve 
orderly social existence by preventing 
a hiatus in the ownership of property. 
Its existence, to any extent, in this 
State is a privilege dependent entirely 
upon the absolute control of the legis- 
lature®, which may impose such limita- 
tions thereon as public policy may 
dictate.® 
One of the most important of such 
statutory limitations upon testamentary 
dispositions is that contained in section 
17 of the Decedent Estate Law, which 
now reads as follows: 
“No person having a husband, wife, 
child, or descendant or parent, 
shall, by his or her last will 
and testament, devise or bequeath 
to any benevolent, charitable, liter- 
ary, scientific, religious or mission- 
ary society, association, corporation 
or purpose, in trust or otherwise, 
more than one-half part of his or her 
estate, after the payment of his or 
her debts, and such devise or bequest 
shall be valid to the extent of one- 
half, and no more. 
“The validity of a devise or bequest 
for more than such one-half may be 
contested only by a surviving hus- 


© 


band, wife, child, descendant or par- 
ent. When payment of a devise or 
bequest to such society, association, 
corporation or purpose is postponed, 
in computing the one-half part of 
such society, association, corporation 
Or purpose, no allowance may be 
made for such postponement for any 
interest or gains or losses which may 
accrue after the testator’s death. The 
value of an annuity or life estate, 
legal or equitable, shall not be com- 
puted upon the actual duration of 
the life, but shall be computed upon 
the actuarial value according to the 
American Experience Table of Mor- 
tality at the rate of five per centum 
per annum. Such value shall be de- 
ducted from the fund or property, 
which is subject to the annuity or 
life estate, in order to ascertain the 
value of a future estate or remainder 
interest passing to such society, as- 
sociation, corporation or purpose.” 


The application of this rule of law 
in individual cases gives rise to an ac- 
counting problem which is often diffi- 
cult to resolve. This article will con- 
sider various aspects of this problem. 


OuTRIGHT TESTAMENTARY GIFTS 
To CHARITY® 


_ The application of this statutory 
limitation to outright testamentary 
gifts to charity presents no difficulty 


U.S. v. Perkins, 163 U.S. 625, 627 (1896) ; Matter of Delano, 176 N.Y. 486, 491 (1903) ; 


Matter of Andrus, 156 Misc. 268, 279-280 (1935) ; Matter of Mullin, 256, 257 (1932). 

® As, for example, (a) the creation of the right of election by a surviving spouse against 
inadequate testamentary provision; (b) the prohibition against testamentary gifts to 
charity in excess of one-half of the estate, which is considered herein; (c) the imposition 
of an estate tax; (d) the prohibition against the accumulation of the rents and profits 
of land and of the income of personal property; etc. 

® The term “charity” when included herein in the expressions “gifts to charity”, “charitable 
gift”, “charitable remainder”, etc., is used merely as a convenient form of abbreviated 


, 


reference. When so employed, it is intended to include “any benevolent, charitable, 
literary, scientific, religious or missionary society, association, corporation or purpose.” 
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Accounting Problem Arising under Section 17 of New York Decedent Estate Law 


whatsoever. Only a single, simple com- 
putation is required to carry out the 
explicit terms of the law, viz., 
Gross estate, at date of 
eaters os) eicroeis ss $ — 
Less: Debts of 
Cl — 
Statutory base... $ — 


The maximum permissible charitable 
gift, under the statute is one-half of 
the statutory base. Any excess passes 
as part of the residue, except that where 
the excess charitable gift is itself part 
of the residue, it will, instead, then pass 
as intestate property. 


TESTAMENTARY GIFTS TO CHARITY 
OF REMAINDER INTERESTS 


The accounting problem engendered 
by the application of this statutory limi- 
tation to testamentary gifts to charity 
of remainder interests has perplexed 
the courts and resulted in a divided 
viewpoint® with respect thereto. 

The reported cases® have held, with- 
out contradiction thus far, that where 
the computation under this section in- 
dicates that the present value of the 
charitable remainder is less than the 
maximum permissible gift, the gift 
stands, even though the amount ulti- 
mately turned over to the charity (the 
final value) exceeds the said permis- 
sible maximum. 

Thus, in the Lord case, the following 
computations are contained in the opin- 
ion of the Surrogate: 

Gross estate, at date of 
deaths. acc oes $78,379.48 
Less: Debts of decedent 347.63 


Statutory base.... $78,031.85 


Maximum permissible gift 
(one-half of statutory 


NS heute tigwcntes. $39,015.92 





® Matter of Logasa, 163 Misc. 628 (1937). 


Gross estate, at date of 


GUN i cicensuanees $78,379.48 


Less: 


Expenses of adminis- 


eee ree $ 4,997.20 


Debts of decedent... 347.63 
Legacies—general 
and specific ...... 10,450.00 


Total deductions $15,794.83 


Balance, in trust........ $62,584.65 


Less: Present value of 
intervening life estate 





25,217.86 


Present value of charitable 
FOMIAMICEr os sc c ccesc $37,366.79 


Maximum permissible gift 
(6 GRD ke haneeds 39,015.92 
Computed excess None 


The court accordingly held that the 
statute had not been violated because 
the present value of this charitable re- 
mainder did not exceed the statutory 
maximum, and that the testamentary 
gift of the remainder interest was there- 
fore valid. 

Where, however, the computation 
indicates that the present value of the 
charitable remainder exceeds the maxi- 
mum permissible gift, the courts are 
in substantial disagreement. 

The Surrogate of Kings County has 
held that, in that event, the charity is 
entitled to the amount of the said per- 
missible maximum, payable out of the 
trust corpus without addition, at the 
termination of the intervening life es- 
tate; the balance of the trust corpus 
then remaining is considered as the 


® The difference is clearly expressed in the opinions in Matter of Buck, 158 Misc. 111; idem, 
114 (1936), New York County, and Matter of Miranda, 151 Misc. 459 (1934), Kings 
County. See, also, Matter of Sonderling, 155 Misc. 403 (1935), Westchester County. 
® Matter of Lord, 155 Misc. 628 (1935) ; see, also, Matter of Brown, 164 Misc. 65, 69 (1937) ; 
Matter of Kaufman, 158 Misc. 102, 108-9 (1936); Matter of Bowker, 157 Misc. 341 


(1935). However, see footnote 20, post. 
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excess, distributable as intestate prop- 
erty.© 

The practical effect of this ruling is 
to give to the charity a sum which, at 
the time of the admeasurement of the 
gift, is less than the permissible maxi- 
mum by the amount of the difference 


Gross estate, at date of death......... 
Less: Debts of decedent......... 


a 


Maximum permissible gift (one-half of statutory base) $ 6,107.79 


Gross estate, at date of death.......... 


Less: 


Expenses of administration... . 
Debts of decedent........... 
Legacies—general and specific 


Total deductions .... 


EET EY EOS TG rc 11S a ern ee eg 
Less: Present value of intervening life estate. ... 


Present value of charitable remainder. . 
Maximum permissible gift (as above)... 


Computed excess .. 


Since the attempted gifts exceeded 
the permissible maximum in each case, 
each was cut down to the respective 
permissible maximum amounts, payable 
only at the termination of the interven- 
ing life estate. 

On the other hand, the court in New 
York County, in a similar situation®, 
directed the earmarking of the excess 
gift and the ultimate distribution there- 
of, as intestate property, upon the ter- 
mination of the intervening life estate 
and ordered the balance of the remain- 


auaeaual Bae dene $ (note 8) 


between the then present value and the 
ultimate final value of the permissible 
maximum. 

Thus, in the Miranda and Gaubert 
cases®, the following computations are 
disclosed in the opinions of the Surro- 
gate: 


Miranda Gaubert 
a Oi Fae Sarit $13,550.08 $69,757.19 
re ee ere es 1,334.49 555.56 





$69,201.63 





$34,600.82 


$69,757.19 





$ 4,266.69 
1,334.49 555.56 
ihe 2,612.50 








sss cadbansatals $ 1,334.49  $ 7,434.75 
$ 








ia Cae ws $12,215.59 62,322.44 
4,600.26 12,631.76 

OP ro eN $ 7,615.33, $49,690.68 
cae dalewers 6,107.79 34,600.82 
(eae eee. $ 1,507.54 $15,089.86 





der then to be turned over to the charit- 
able interest. In the event that the 
surviving spouse enjoyed a legal life 
estate in the excess remainder gift to 
charity passing to him as the distributee 
of the intestate property, the immediate 
payment of such excess was directed, 
by virtue of the merger of the two es- 
tates. 

The following computations con- 
tained in the opinions in the Voelker 
and Apple cases, are illustrative of 
this viewpoint : 


@® Matter of Miranda, supra; Matter of Gaubert, 158 Misc. 444 (1936). 
® The surrogate did not include the administration and funeral expenses in the computations 


stated in his opinion. 


@© Matter of Voelker, 158 Misc. 97 (1936), following the ruling in Matter of Buck, supra. 


® Matter of Apple, 141 Misc. 380 (1931). 
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Gross estate, at date of death........... 
Less: Debts of decedent........... 


I TAGS sis 5 ove cccavxes 





V oelker® Apple® 
fiat Pana es $112,318.87 $ no details 
et Ru ener 431.34 no details 
ja lginere ers $111,887.53 $24,796.96 





Maximum permissible gift (one-half of statutory 


eer rere re ee ree 


Gross estate, at date of death........... 


Less: 
Expenses of administration..... 
Debts of decedent... ...6650-+ 
Legacies—general and specific. . 


Elective share of surviving spouse........ -- 


Total deductions ..... 


Balance, pieced in trust. «65.6 cccsdeeses 
Less: Amount thereof not passing 
(both life and remainder interests) 


Balance, in trust, subject to intervening life estate.. $ 76,704.80 


Present value of intervening life estate... 


Present value of charitable remainder.... 


Maximum permissible gift (as above)... 


Computed excess .... 


The procedure subsequent to the 
computation is stated in the opinion of 
the court in the Voelker® case, thus: 


“This attempted gift exceeds by 
$7,218.43 the permissible limit of 
gifts to charity. 

“Accordingly and in conformity 
with the procedure outlined in Matter 
of Buck (158 Misc. 111, Id. 114) 
the intestate property is to be ear- 
marked and at the end of the trust 
period is to be distributed to the es- 
tate of the husband of deceased un- 
less he shall by assignment or by will 
make other disposition thereof. At 
that time also the principal of the 





$ 55,943.76 $12,398.48 


$24,796.96 





base toler $ 21,022.73 $ — 
431.34 Deducted above 

















wrerer ry 10,660.00 -= 
2,500.00 
pineead $ 32,114.07 $ 2,500.00 
ee eT $ 80,204.80 $22,296.96 
to charity 
ererr ey 3,500.00 4,000.00 
$18,296.96 
eke dass 13,542.61 4,449.28 
rere rr $ 63,162.19 $13,847.68 
eveeeks 55,943.76 12,398.48 
errr er $ 7,218.43 $ 1,449.20 








legacies aggregating $3,500 will be 
due and payable. The balance will 
then be distributable to the charities 
named in the will.” 


The opinion in the Buck® case, to 
which reference was made above, con- 
tains the following similar instruc- 
tions : 

“On this executor’s accounting the 
parties interested in the problem 
agree upon a computation which dis- 
closes that to the extent of $8,432.93 
the gifts to charity under the will of 
deceased exceed the limit permissible 
under section 17 of the Decedent 
Estate Law. * * * 


® The computations in the Voelker and Apple cases have been recast slightly in order to 


make the ensuing discussion clearer. 
® Matter of Voelker, supra, at page 99. 
® Matter of Buck, supra, at page 113. 
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“Included in the fund turned 
over by the executor to the trustee 
is $8,432.93, which is property pay- 
able to the widow or her estate at 
the end of her life. * * *” 


In the Apple® case, the immediate 
payment of the intestate property was 
directed by the Surrogate, as follows: 


“The excess of $1,449.20 is pres- 
ently payable to the surviving hus- 
band as next of kin since there was 
a merger of the amount of this in- 
testate distribution and that part of 
his legal life estate dependent there- 
on. His title to this part of the fund 
became absolute both as to income 
and principal.” 


The divergence of opinion, which 
was previously pointed out, is clearly 
summarized in the second opinion in 
the Buck® case: 


“The whole difference between the 
surrogates is due to a difference in 
viewpoint as to what is the true value 
of the gift to charity. The rule 
stated in Matter of Miranda (supra) 
ignores the fact that the gift of a 
remainder is not a present gift and 
that the future amount of the gift 
of a remainder is not the present 
value of the remainder interest. The 
statute deals with the present value 
of the whole estate. It says that 
not more than one-half of that pres- 
ent value, less only debts, shall be 
given to a charity. It follows in 
logic that if the actual gift to charity, 
no matter when payable, has a pres- 
ent value of not more than half of 
the gross estate, less debts, the gift 
is valid. To the extent that it is 
ascertained to be valid it cannot be 
varied in amount by any allowance 
for the fact that an intervening life 
estate lasted longer than the tables 
indicated it would iast. Nor can the 
amount payable be varied upward 


® Matter of Apple, supra, at page 386. 


by assuming, as was done in Matter 
of Seymour (239 N. Y. 259), that 
the present value is deemed a legacy 
of that amount to which compound 
interest is to be added until actual 
payment. The rule in Matter of Sey- 
mour (supra) has been abolished so 
far as such accretions are concerned 
but the statutory change of 1929 did 
not say that a dollar payable in the 
future is worth a dollar payable 
now.” 


As yet, no appellate court has re- 
viewed this question and passed upon 
the validity of either of these totally 
different interpretations of the law. 
In any event, however, it is believed 
that the solution indicated in the New 
York County cases contains a mathe- 
matical error. 

Let us first examine the final result 
in the Voelker case, using the previous- 
ly tabulated figures merely for the pur- 
poses of illustration. Upon the termina- 
tion of the intervening life estate 
the distribution of the trust corpus 
($80,204.80) would require the follow- 
ing payments, assuming no gains or 
losses during administration, in accord- 
ance with the rule laid down in the 
previously quoted excerpt from the 
opinion in the case: 


(1) The earmarked excess 
intestate property, to 
the distributee ....... $ 7,218.43 


(2) The non-charitable re- 
mainder, to the benefi- 


ciary thereof......... 3,500.00 

(3) The balance, to the chari- 
a errr eet 69,486.37 
i rer $80,204.80 


The said balance of $69,486.37, then 
payable to charity exceeds the amount 
originally computed as_ permissible, 
$55,943.76, by $13,542.61, which is the 
discount factor (value of life estate) 


® Matter of Buck, supra, at page 115. See, also, Matter of Kaufman, supra, at pages 108-9. 
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on the remainder of $76,704.80, during 
the period of postponement of enjoy- 
ment thereof. This latter amount is 
inclusive of the amount of the excess 
intestate property ($7,218.43) which 
does not ultimately pass to charity. 
Thus, by this incorrect method of com- 
putation, the charity would ultimately 
receive not only the discount factor 
on its own remainder for the period 
during which enjoyment thereof is post- 
poned (which is proper), but also (and 
erroneously) that accruing on the ex- 
cess intestate property to which it ts 
not entitled. 

Otherwise put, the future or final 
value of the presently permissible 
maximum is 55,943.76/63,162.19 x 
$76,704.80, or $67,960.45. This is the 
maximum amount which charity may 
receive in the instant case after the 
termination of the intervening life es- 
tate. A distribution directing the pay- 
ment over of a_ greater amount 
($69,486.37, for example, as above) 
would result in a non-permissible ex- 
cess in the statutory computation. 


Likewise, the distributee in intes- 
tacy ought then to receive $8,744.35 
(7,218.43/63,162.19 x $76,704.80) as 
the future or final value of $7,218.43, 
the present value of the computed ex- 
cess. Thus, at final distribution, each 
would properly receive final values 
equivalent to the present values to 
which the original computation, as of 
the date of death, then indicated each 
to be entitled. 

In the Apple case, the Surrogate di- 
rected the immediate payment of the 
computed excess ($1,449.20) to the de- 
ceased’s sole distributee. This situation 
also gives rise to the same type of 
mathematical error as was the result 
in the Voelker case. This will be clearly 
seen if we examine the final result in 
this case, again using the previously 
tabulated figures merely for purposes 
of illustration. 

The net estate, after the exercise of 


the right of election by the surviving 
spouse, amounted to $22,296.96. De- 


ducting therefrom the sum of $1,449.20, 
required to be paid over immediately 
to the distributee, results in a trust fund 
corpus of $20,847.76. Upon the term- 
ination of the intervening life estate 
and assuming no gains or losses during 
administration, this amount would ulti- 
mately have to be distributed as follows, 
according to the case: 


(1) The non-charitable 


remaindermen ..... $ 4,000.00 

(2) The balance, to 
ere ree 16,847.76 
Otak isckss.< we $20,847.76 


This said balance, $16,847.76, ex- 
ceeds the amount originally computed 
as the permissible gift, $12,398.48, by 
$4,449.28, which is the discount factor 
(value of life estate) on the remainde: 
of $18,296.96, during the period of post- 
ponement of enjoyment thereof. As in 
the Voelker case, this latter amount is 
also inclusive of the amount of the ex- 
cess intestate property, ($1,449.20) 
which does not ultimately pass to 
charity. It should be obvious from the 
foregoing, without further discussion, 
that the same type of error pointed out 
to exist in the Voelker case, is likewise 
present in the Apple case. 


SUMMARY AND CONCLUSIONS 


The following schedule of computa- 
tions will serve to illustrate what the 
writer believes to be the correct method, 
as outlined in the reported cases, of 
determining whether or not there has 
been a violation of the statutory limita- 
tion now contained in section 17 of 
the Decedent Estate Law, in cases of 
testamentary gifts to charity of re- 
mainder interests and, if so, of ascer- 
taining the extent thereof. Further- 
more, in the event that such a violation 
is shown to exist, the treatment of the 
voidable excess gift to charity is also 
indicated. 
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SCHEDULE OF COMPUTATIONS 
UNDER SECTION 17 OF THE DECEDENT ESTATE LAW. 


I—CoMPUTATION OF MAXIMUM PERMISSIBLE GIFT TO CHARITY: 





GEOSSesiate, miaate Olrdeatis si..0%%064 ss otis osu encieie $ — 
is. Pe III, c5 ccc kWidecernesdasesasewawe Bisco 

ee Oe r ee Te ree $ — 

Maximum permissible gift (one-half of statutory base)...... $ — 


II—CompvutTaTION oF Excess Girt (IF ANy) To CHarity: 
£3) Ramee URN, OE NUE GE RIB oii a osc cic e vewecneues $ — 
Less: 

Expenses of administration............... $ — 
eee re eee ree Tee Tee — 
NS ED a Pe ee == 
Legacies—general and specific............ — 
Elective share of surviving spouse......... —- 

(2) IY oss xe wdcane ens deasaaaeon ~ 


Co) RONG MUNONG MATINEE in is cde sissindds credaecen sicen $ — 
(4) Eliminate: Full amount (value of life estate plus 
remainder ) of such residue not passing to charity®. . — 


(5) Balance of residue passing to charity, subject to interven- 


I NE ie nccnunancpexeraecaceuens pha kews $ — 
(6) Less: Present value of such intervening life estate® in 

ED Te CONT RN ee Oey : a 
(7) Present value of charitable remainder................. $ — 


(8) Less: Maximum permissible gift, as computed in part I — 
(9) Computed excess (present value)............. $ — 


III—ALTERNATE COMPUTATION OF Excess Girt (IF ANY) WHEN 
30TH ABSOLUTE AND REMAINDER INTERESTS ARE GIVEN TO 
CHARITY: 
The computation set forth in part II is then concluded as follows: 
(7a) Present value of charitable remainder............... $ — 


(8a) Add: Absolute gifts to charity, deducted in item 2, 
| eee ne re aera ern — 


(10a) Maximum permissible gift, as computed in part I...... — 


(lla) Computed excess (present value)........... $ — , 


® Gains or losses during administration are specifically excluded from this computation by 
the express terms of the statute. 


®@ This includes any part of the residue given to others, or over which a power of appointment 
to others may be exercised, or which may be withdrawn by reason of a power of invasion 
of principal. 


® Computed as specifically prescribed in the statute. 
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INTERPRETATION OF COMPUTATIONS 
After the appropriate schedule of 
computations has been completed, the 
result is ready for interpretation, as 
follows: 


Case A—No computed excess. 

As has previously been pointed out, 
the reported cases®, decided under the 
1929 amendment, hold that in this event 
there has been no violation of section 17 
and that the testamentary remainder 
gift to charity is entirely valid.® 


Case B—A computed excess, deter- 
mined as in part II. 

(1) Kings County Rule: The ulti- 
mate remainder gift to charity, payable 
after the termination of the intervening 
life estate, is limited to the amount of 
item 8, without addition. 

Thus, using the previously tabulated 
figures in the Voelker case merely for 
illustrative purposes, the charitable re- 
mainderman would ultimately receive 
$55,943.76, without addition. 

(2) New York County Rule (com- 
putations modified in accordance with 
the preceding discussion) : 

If the permissible gift and the excess 
gift are to be administered in solido 
during the continuance of the interven- 
ing life estate, the percentages of the 
respective interest in the combined fund 
(item 5 in part II of the foregoing 


tionate to the respective present values 
(items 8 and 9). 

On the other hand, if the excess gifts 
(the intestate property) is to be sepa- 
rated from the permissible gift or ear- 
marked for purposes of distinction, the 
total of the funds originally directed to 
be placed in trust with remainder to 
charity (item 5) should also be divided 
or earmarked according to the same 
respective percentages of interest, i. e., 
proportionate to the respective present 
values (items 8 and 9). 

Thus, using the previously tabulated 
figures in the Voelker case for illustra- 
tive purposes, the combined fund for 
ultimate distribution to the charitable 
remainderman and to the distributee in 
intestacy is $76,704.80 (i. e., $80,204.80 
minus $3,500), subject to gains or losses 
accruing during a proper administra- 
tion thereof; the interest therein of the 
charity, at the time of ultimate distribu- 
tion, would be 55,943.76/63,162.19 
(88.6% ) thereof, or $67,960.45, sub- 
ject to gains or losses, etc. ; and the in- 
terest therein of the distributee in in- 
testacy, at the time of ultimate distribu- 
tion, would be 7,218.43/63,162.19 
(11.4%) thereof, or $8,744.35, subject 
to gains or losses, etc. 


If, on the other hand, the permissible 
gift and the excess gift are to be immedi- 
ately separated or earmarked for pur- 
poses of distinction, these same percen- 





schedule of computations) are propor- 


® See footnote 6, supra. 


@ However, since none of these reported cases was decided in the Surrogate’s Court of Kings 
County, it is possible that this court, in the interest of consistency, may yet decide not 
to follow this rule but to limit a/] remainder gifts to charity to one-half of the statutory 
base payable, without addition, at the termination of the intervening life estate. Other- 
wise, pure chance might produce wholly inconsistent results: Thus, using the previously 
stated figures in the Gaubert case for illustrative purposes, if the present value of the 
intervening life estate happens to be $27,721.62, or more, there would be no computed 
excess and, therefore, no violation of the statute. Consequently, the charitable remainder- 
man would ultimately receive the whole remainder in trust ($62,322.44) at the termina- 
tion of the intervening life estate, since the present value thereof at the date of death 
would be $34,600.82 (the maximum permissible gift), or less. However, in the event 
that the present value of the charitable remainder, as of the date of death, should 
happen to exceed $34,600.82, then, under the rule stated under Case B(1), the Kings 
County court would limit the ultimate distribution to the charitable remainderman to 
$34,600.82, without addition. As is clearly evident, this very substantial difference in 
result, insofar as the charitable remainderman is concerned, is dependent entirely upon 
the value of the intervening life estate. This, in turn, is wholly dependent upon the 
age of the life tenant at the date of the testator’s death, which is, of course, purely a 
matter of chance in any particular case. 
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tages of interest (88.6% and 11.4%, 
respectively) should also be used for 
that purpose. 


Case C—A computed excess, de- 
termined as in part III. 

The only new question raised in this 
situation is whether all classes of gifts 
to charity (outright and in remainder) 
must abate ratably, to absorb the re- 
duction arising by reason of the excess 
gift of the remainder, or whether the 
adjustment of the amount of the excess 
gift reduces only the share of the charit- 
able remainderman. 

The law on this question also appears 
to be unsettled. Thus, a pro-rata abate- 
ment was indicated in the Sonderling® 
case while, on the other hand, there 
was no proportionate reduction of the 
outright legacy of $606.94 in the Buck® 
case. 

If the adjustment for the amount of 
the excess gift be held to reduce only 


the share of the charitable remainder- 
man, the situation i$ exactly the same 
as that presented in case B, supra, and 
the procedure there indicated should 
be followed. 

If, however, it be determined that all 
classes of charitable gifts must abate 
pro-rata, in order to absorb the reduc- 
tion arising by reason of the excess gift 
of the remainder, the following proced- 
ure should then be followed: 

The excess gift (item 1la) must first 
be divided into two parts which should 
be proportionate to items 7a and 8a of 
part III. The part of the excess pro- 
portionate to the outright gift or gifts 
(item 8a) should be deducted there- 
from pro-rata and passes immediately 
to the distributee in intestacy. The part 
of the excess proportionate to the pres- 
ent value of the charitable remainder 
(item 7a) should then be disposed of 
in accordance with the procedure out- 
lined in case B, above. 


@ Matter of Sonderling, 155 Misc. 403, 409-10 (1935). 


@ Matter of Buck, supra. 








co’ 
rat 
th 
by 
of 

sta 
an 
on 
thi 


ers 
sto 
ins 
are 


it 1 
the 
my 


out 
of 
by 

ver 


of © 





Insurance Companies Accounting 


T THE third of a series of six 

round-table discussions on the 
evening of April 19, 1939, at the 
Hotel Woodstock, the following ad- 
dresses were delivered under the 
direction of the Committee on In- 
surance Companies Accounting of 
which Mr. J. B. C. Woods was chair- 
man. 

The meeting was opened with the 
following brief introduction of the 
subject by Mr. A. S. Fedde, Second 
Vice-President of the Society. 


Introduction 
By A. S. Feppe, C. P. A. 


I think Insurance Companies Ac- 
counting is something that has been 
rather neglected by accountants, or 
the accountants have been neglected 
by the insurance companies. Part 
of that may be due to the fact that 
state examiners go over the insur- 
ance companies’ accounts, but they 
only get around to them once in 
three years so that really is not such 
a great protection to the stockhold- 
ers of those companies which are 
stock companies, as most of the fire 
insurance and casualty companies 
are. 

The field for insurance accounting 
I think will be opened up more and 


more as the accounts of the com- 
panies come under supervision, per- 
haps, of the SEC, when the SEC 
gets that far. I feel confident that 
it will not only be for the best of the 
accountants but also for the best 
interests of those holding equities 
in insurance companies. Most of the 
companies are on the _ over-the- 
counter market so that they are not 
on the exchanges which are now 
being regulated. 

The insurance companies during 
the late well-known depression, had 
to a considerable extent declared 
out their profits in dividends or had 
capitalized their profits and ex- 
tended their business so that when 
the depression hit their portfolios 
they just could not stand it and they 
had to have their values artificially 
propped up. Now it may be that if 
the certified public accountants had 
had more to do with the examining 
of insurance companies that here and 
there a warning might have been 
given that the company should per- 
haps steer a more conservative 
course as to payment of dividends 
and the type of investment which it 
makes. Now the companies appear 
to be going to an extreme, some of 
them making practically no invest- 
ments except in “governments.” 


The Code—An Act in Relation to Insurance Corporations 


By WitutaM Francis Dow no, C. P. A. 


This Code is quite a lengthy docu- 
ment and I do not propose to cover 
it in its entirety, but I will go into 
the high points that have come to 
my notice in my own experience. 

The Code was started and was 
outlined as one of the finest works 
of its kind. It was originally written 
by a professor of Columbia Uni- 
versity and a committee of the staff 
of the New York Insurance Depart- 


ment. They spent two years in 
gathering data and forming what 
they thought to be a “streamlined” 
model of the insurance law. It was 
to be a model law for the rest of the 
country. The greatest routine inno- 
vation for a work of its kind was 
the arrangement of the decimal fea- 
ture of numbering sections and sub- 
sections. Minute examinations of 
the proposals disclosed many flaws 
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and exaggerated ideas of how the 
insurance business should be run, 
and when the legislators got hold 
of it they made many changes, in- 
cluding the elimination of the mod- 
ern touch by reverting to the old 
familiar method of numbering the 
sections and subsections. 

The Code has been printed and 
revised three times and it has now 
passed the Assembly and is before 
the Senate. You might well ask, 
“Why do accountants have to worry 
about this Code?” Here are some 
of the reasons: 

1. The capital requirements of 
stock companies have been increased 
so that it becomes necessary to ex- 
amine Section 46 which describes in 
far greater detail than the present 
law the lines of insurance that may 
be written by any company. There 
are twenty-three subsections cover- 
ing the kinds of insurance. The 
financial requirements of a_ stock 
company are outlined in Section 311 
for each kind of casualty insurance. 
For instance, in order to write 
Workmen’s Compensation or Per- 
sonal Injury Liability, a stock com- 
pany must have a minimum capital 
of $300,000 and a paid-up surplus of 
$150,000. Section 316 describes the 
financial requirements for a mutual 
casualty company and other sections 
deal separately with the financial re- 
quirements of each general type of 
company. 

Surplus requirements for mutual 
companies have been increased for 
the old and new organizations. Three 
different types of surplus are de- 
scribed; one is the minimum, which 
is equivalent to a set figure shown 
in the Code, the second is a special 
contingent surplus and the third is 
what is called “the maintained sur- 
plus for issuing non-assessable 
policies. 

Mutual casualty companies are 
granted the privilege of writing non- 
assessable policies when they main- 
tain a surplus equivalent to the capi- 
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tal requirements of a stock company 
doing the same kinds of business. 
However, this non-assessable fea- 
ture will not be effective until three 
years after the Code becomes opera- 
tive. An innovation is granted to 
these mutual companies in that they 
are permitted to use the unearned 
premium reserve as a part of this 
surplus requirement. 

2. The dividend regulations have 
been changed for both stock and 
mutual companies. Section 313 deals 
with the stock casualty companies 
and limits the payments of dividends 
in any twelve months to 10% of the 
company’s capital stock, unless it 
has a surplus to policyholders at 
least equal to 25% of its unearned 
premium liability or 50% of the mini- 
mum capital stock required for the 
kinds of business it is authorized to 
transact, whichever shall be the 
greater. It also makes the directors 
personally liable for any dividend 
declared and paid in violation of this 
section. 

Mutual companies must have their 
classifications for dividend purposes 
approved by the Superintendent of 
Insurance. Unfair competition by 
means of variable dividend rates is 
now impossible by preventing devia- 
tions from the general rate for a 
given kind of insurance, except that 
in extraordinary circumstances com- 
panies may pay a lesser rate than the 
general rate. 

All classifications for dividend 
purposes in participating stock com- 
panies must likewise be approved by 
the superintendent. 

3. Investments of all companies 
are to be regulated to a far greater 
extent than at present. The Code 
creates three separate classifications: 
First, minimum capital investments; 
second, reserve investments and 
third, residue and surplus fund in- 
vestments. The first item provides 
that assets at least equal to the mini- 
mum capital required of a stock in- 
surer, for each kind of insurance 
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authorized, be invested in bonds of 
the United States or bonds of the 
state of New York, or any other state 
of the United States, or first mort- 
gages on unencumbered real estate 
located within New York State. 

Any investments qualifying in the 
first group will be considered as meet- 
ing the requirement of the second 
group. Any amount in excess of the 
minimum capital and up to at least 
50% of its unearned premium and 
loss reserves as shown in its last 
filed statement, in addition to the 
classes of investments permitted 
under #1, may be invested in cor- 
porate obligations, provided a num- 
ber of conditions laid down in Sec- 
tion 81 are fulfilled. Now those 
conditions have to do with the earn- 
ings of those bonds at the time that 
they are purchased. 

Certain types of preferred and 
guaranteed stocks are permitted to 
be purchased under the second 
group. 

The third group includes all types 
permitted in the first and second 
groups and in addition permits in- 
vestment in common stocks of other 
insurance companies and other sol- 
vent corporations. 

Investments in foreign securities 
are very strictly governed. A com- 
pany may not invest in the securities 
of any one institution except in gov- 
ernment bonds beyond 10% of its 
total admitted assets. 

Wide discretionary power is given 
to the Superintendent as to the 
method of valuing the investments 
of all but life insurance companies, 
and the requirements are obligatory 
in the case of life companies. The 
same classifications apply to mutual 
companies. The present require- 
ments for deposit of securities with 
the State of New York are continued, 
but in addition domestic mutual 
companies will be required to place 
securities in custody with the Stzte 
as a means of having ready and 
available assets that may be needed 
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in case of liquidation. Although 
strenuously objected to by mutual 
casualty companies, the code in- 
cludes a limitation of expense ratio 
to 30% of the net premium income 
in each year. 

No important changes have thus 
far been made in requirements for 
reserves. The items permitted as 
non-ledger assets are not changed, 
except that reinsurance due from 
companies not admitted in New 
York State is not permitted as an 
asset or a reduction of a liability or 
reserve. 

One very important innovation in 
this Code is the inclusion of the so- 
called “New York Rule.” It is now 
only a rule of the Department. The 
proposed law will give to the Insur- 
ance Department of New York the 
right to limit the activities of a for- 
eign company doing business in 
New York, to do elsewhere only 
those things permitted to be done in 
New York State. 

Section 97 contains all the restric- 
tions and limitations for advertise- 
ments by insurance companies. 

The rating section endeavors to 
combine all requirements for all 
manner and type of rating organiza- 
tions, and that has been one of the 
hardest sections to assimilate and to 
win for it the approval of the vari- 
ous organizations. It provides a very 
liberal attitude toward possible rate 
deviations, but on the other hand, it 
gives the Superintendent practically 
unlimited discretionary power over 
regulating all the factors contained 
in the make-up of a rate. One of the 
vital points of controversy with the 
Code is involved in the attempt to 
make the Superintendent the dicta- 
tor over the expense portion of the 
rate. Agents, brokers and insurance 
companies oppose that feature—the 
agents and brokers because it may 
involve their commissions, and the 
companies because it might possibly 
involve establishing more elaborate 
cost accounting systems and records 
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and regulate the way companies may 
make their contracts with producers. 

The Code provides for greater 
educational and practical experience 
as a necessary prerequisite for ob- 
taining a license as agent or broker. 

Section 121 endeavors to put into 
the law some recent court decisions 
on the question of who the broker is 
acting for in collecting a premium. 
It defines the broker as the agent of 
the company for the purpose of col- 
lecting the premium due on a risk 
which is not more than ninety days 
due. 

Then Section 125 makes a very 
clear definition of the fiduciary 
capacity of agents and brokers. Sec- 
tion 126 lays down the law govern- 
ing advertising by agents and 
brokers. 


In all likelihood this Code will 
pass the Senate. I have had an inter- 
view with a member of the Insur- 
ance Department and he feels cer- 
tain that it will pass. However the 
legislature is in a dilemma just at 
present as to the method of handling 
amendments, and there are numer- 
ous amendments proposed. In fact, 
at the last public hearing held at 
Albany, there were more than two 
hundred changes suggested, and the 
committee is still studying those 
changes. 

The Code is made up of 691 pages 
of printed matter and I have only 
tried to hit the high spots; but I will 
be very happy to answer any ques- 
tions that may be brought up on the 
subject. 


The Code 
By Wa ter F, Situ, C.P.A. 


The previous speaker has dealt 
with the Code in a very efficient way 
in the brief time that he had at his 
disposal, and I have concluded that 
all I can add to what he had to say 
are a few remarks on subjects that he 
could not deal with in his allotted 
time. 

Now he has spoken mostly in re- 
ference to stock and mutual casualty: 
companies. The Code of course deals 
with all types of insurance com- 
panies—life, fire, casualty, surety 
and so on all down the line. How- 
ever, it may not generally be known 
how many types of insurance com- 
panies actually are in existence, and 
for which provision is made in this 
Code. For example, I find, from the 
index of the Code, that there is one 
section devoted to “property depre- 
ciation insurance companies.” I do 
not know whether they are really in 
existence at the present time, but, if 
they are, the enactment of the law 
providing for them has been com- 
paratively recent. 





A property depreciation insurance 
company, apparently is a company 
intended to deal with real property 
values in the same manner as a life 
insurance company deals’ with 
human values. The idea seems to be 
that an owner of real property may, 
through an insurance policy, insure 
in for consideration of a premium, 
against excessive depreciation on 
property. This type of company will 
have to be a separately organized 
company. It will not be a separate 
line of insurance of a fire company or 
a casualty company writing the risks 
of property damage and collision, but 
apparently, will be an entirely sepa- 
rate and distinct entity from other 
kinds of companies. 

The law also of course covers the 
title insurance companies. As a re- 
sult of the failure of a great many 
title insurance companies, such com- 
panies were not, through subsequent 
enactment, permitted thereafter to 
guarantee the principal and interest 
of the investments; namely, the 
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mortgages, which they sold. Under 
the new Code (and I presume that is 
the same as the present condition) 
the title companies still are permitted 
to sell securities, but not to guarantee 
the principal or the interest of them. 

Under the title of “Cooperative 
Life and Accident Insurance Com- 
panies” there is one interesting pro- 
vision which I think well to call to 
your attention. This seems to be the 
only type of company which is sad- 
dled with an article or a provision of 
this kind. The Code says, “Every 
notice of an annual meeting shall be 
accompanied by a full and accurate 
financial statement of the company 
for the preceding calendar year, set- 
ting forth the company’s assets and 
liabilities and also its income and dis- 
bursements, in such detail as to show 
the amounts expended for manage- 
ment and acquisition costs in relation 
to premium income and to the bene- 
fits paid to members and their bene- 
ficiaries.” That is the only instance 
that I know of where an insurance 
company is required to circulate such 
a financial statement. This would 
mean that every insurer, who would 
be a member of such an association, 
must get a detailed statement of the 
financial affairs of his organization. 
Of course it would seem that that 
requirement is just a short step to 
changing it to a certified require- 
ment. 

The Code also provides for several 
new types of companies (not exactly 
new, but comparatively new, because 
there has been recent legislation per- 
mitting for their organization and 
functioning, and they are continued 
under the present Code). They are 
the non-profit medical indemnity 
hospital service organizations and 
the savings bank life insurance com- 
panies. 

In connection with the savings 
bank life insurance companies, it 
should be noted (although it may be 
well known to this audience but at 
least I do not believe to the public at 


large) that life insurance bought 
through a savings bank is not backed 
by all the assets of the savings bank, 
but only by the assets of the insur- 
ance department of the savings bank. 

In connection with the section on 
“Cooperative Fire Insurance Com- 
panies,” an interesting point has 
come to my attention. In discussions 
which I have had with the Insurance 
Department touching upon a topic 
that will be discussed later on this 
evening, it was called to my attention 
that the Code provided for compul- 
sory audits of such companies. In 
looking through the Code, a repre- 
sentative of the committee of the In- 
surance Department could not find 
it, and neither could I, although they 
thought it was there. The reason for 
that thought was that in recent years 
the Insurance Department has made 
a practice, whenever examining com- 
panies of this type, of making a request, 
which probably is equivalent to a re- 
quirement, that they have their ac- 
counts audited by public account- 
ants. (I do not know whether they 
specified certified public accountants 
or not.) 

The reason underlying this is that 
in many cases these companies are 
small; they are organized among 
farmers. When the Insurance De- 
partment visited them to make exam- 
inations they would probably have to 
stalk the treasurer, president or ac- 
counting officer to the field, and he 
would not know where his books 
were. As a result they made it a 
fairly general practice to require this 
type of company, to have its accounts 
audited, as this would insure the 
keeping of a proper set of books to 
facilitate examination. 

There is also a separate section 
upon the rehabilitation, liquidation, 
conservation and dissolution of delin- 
quent insurers. In recent years this 
has been a function of the Insurance 
Department that has assumed major 
proportions. There has been consider- 
able difficulty for that branch of the 
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Insurance Department for the reason 
that other states were not always in 
a cooperative mood and when a com- 
pany which operated in various 
states, was taken over by the Insur- 
ance Department more or less of con- 
fusion arose because, under the in- 
surance laws, separate receivers are 
appointed in the various states. The 
receivership of insurance companies 
does not come under the Federal 
bankruptcy law, but under the juris- 
diction of the individual states. This 
Code could not, as the proposed law 
of this State, get around all the obsta- 
cles that have arisen in this connec- 
tion, but some of them it has endea- 
vored to iron out. 


Discussion on the Code 

A Member: Isn’t there a limita- 
tion in the Code as to the appoint- 
ment of a broker as the agent for 
the collection of premiums in cases 
where the policy is delivered to the 
broker? 

Mr. Dowling: Section 121 pro- 
vides, with relation to a broker au- 
thorized to receive a premium: “Any 
insurer which issues or delivers in 
this state to any insurance broker a 
contract of insurance pursuant to 
the application or request of such 
broker, acting for the insured or 
himself, shall be deemed to have 
authorized such broker to receive 
on its behalf payment of any pre- 
mium which is due on such con- 
tract at the time of its issuance or 
delivery or which becomes due there- 
on in not more than ninety days 
thereafter.” 

A Member: Under that Section, 
do you think a company could limit 
its hazard under a broker default by 
delivering the policy directly to the 
assured ? 

Mr. Dowling: The company 
would undertake the liability for the 
collection of that premium itself and 
relieve the agent or broker. 

A Member: Is the provision with 
respect to distribution of financial 


statements applicable to mutual life 
insurance companies, and if so does 
it relate to the dividend policy 
holders? 

Mr. Smith: No: that applies to 
only that one type of company. Co- 
operative life and accident insurance 
companies. 

Mr. Dowling: Of course the an- 
nual statements filed with the In- 
surance Department are public docu- 
ments and are open to inspection. 

A Member: New York also has a 
provision that if insurance compan- 
ies publicize the assets they have to 
publicize the liabilities equally, 
hasn't it? 

Mr. Dowling: Yes, they have a 
definite provision on that. You can’t 
publicize part of the figures. They 
have to publicize at least the total 
admitted assets, the total liabilities 
and the surplus. 

A Member: Is there any rule 
against the company’s publicizing 
the financial statements in detail as 
to income and the derivation of divi- 
dends? 

Mr. Dowling: No, no rule against 
it except the cost that might be in- 
volved. 

Same Member: It just occurs to 
me that that sort of information at 
this time when the dividends from 
mutual life insurance companies have 
heen so drastically reduced might 
be very helpful in explaining to 
stockholders and clearing up in their 
own minds just what is happening 
to their life insurance investments. 

A Member: I believe that the 
point the gentleman has made is that 
inasmuch as the company has pub- 
licized a statement of its financial 
affairs, why don’t they accompany 
it with a statement of earnings? 

A Member: The Massachusetts 
rule requires it. 

Mr. Dowling: Yes, and there are 
any number of stock companies that 
publicize them that way, and they 
are available if you will just make 
the request. I have seen numbers 
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of statements published for the bene- 
fit of stockholders, and they are usu- 
ally sent through the mails 


Mr. Smith: I think that the rea- 
son why only a balance sheet is gen- 
erally published and you so seldom 
see a statement of earnings is that 
most people. interested in a state- 
ment of an insurance company want 
to know how sound the company is, 
and how much surplus it has, not 
how much it has earned. Of course, 
investors would be interested in the 
earnings, but most people who are 
interested in statements are agents 
and policyholders. 

A Member: That is just the point. 
The annual statement goes to the 
stockholders and all they get is the 
balance sheet. 

A Member: If I have followed 
your reading of this proposed law, 
it places in the hands of the Super- 
intendent of Insurance the privilege 
of approving a dividend that a com- 
pany may be permitted to pay. 

Mr. Dowling: In the case of stock 
companies, if they meet the require- 
ments specified in the law they have 
no further approval necessary. The 
strict approval is required of the 
mutual companies in that when a 
dividend is declared by a mutual 
company it must submit the resolu- 
tion of the board of directors declar- 
ing such dividend as well as the 
up-to-date figures, not alone the fig- 
ures filed at the last statement date 
but the up-to-date figures, and indi- 


cate not only the amount of dividend 
required for the reserve that has 
been declared but the amount of 
dividend that would be necessary to 
declare a similar rate of dividend on 
all known unearned premiums on 
the books, so that there will be no 
drop in a dividend in a given year. 

Chairman Woods: I think with 
regard to the question about the pub- 
lication of statements of earnings or 
income statements, that we are get- 
ting near that point by reason of a 
number of insurance companies be- 
ing required to file Schedule K of the 
SEC, an income statement which is 
much easier to read than any part 
of the annual statement While it 
is derived from the annual statement 
it much more informative and 
more in line with a modern income 
statement. 

A Member: Well, the point is, 
anyone who wants to know what hap- 
pens, writes to the Superintendent 
of Insurance, but to get the balance 
sheet or a statement of expense he 
has to chase around and find one. 

Chairman Woods: I think it is 
perfectly true, and I think it is per- 
haps because of the old-fashioned and 
complicated form of annual state- 
ment which isn’t very readable to 
lay people in the first place. Insur- 
ance companies by reason of not 
using certified public accountants 
to the same extent as other com- 
panies have not caught up with the 
idea of issuing income statements to 
stockholders. 


is 


Accounts of Brokers 
By W. Vincent Hatt, C.P.A. 


The matter of brokers’ accounts 
was discussed on receiving a letter 
from the Insurance Brokers’ Asso- 
ciation of New York. That Associa- 
tion wanted us to tell them what 
system of accounts brokers should 
use, and also they wanted us to tell 
them the minimum curricular re- 
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quirements on accounting in any 
school where brokers are taught. 
Our Committee appointed a sub- 
committee which held many meet- 
ings last fall, including a joint 
meeting with subcommittees of the 
National Association of Insurance 
Brokers and the Insurance Brokers’ 
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Association of New York, Inc. At 
that meeting there were present edu- 
cational directors of schools for in- 
surance brokers. After much dis- 
cussion in the Subcommittee and at 
meetings of the full Committee on 
Insurance Companies Accounting of 
our Society, a report was prepared 
to be forwarded to the brokers’ or- 
ganizations upon the approval of the 
Society’s Board of Directors. The 
report has been approved by the 
Board of Directors and forwarded. 

At the joint meeting held with the 
Insurance Brokers’ Association’s 
committees, it developed that they 
were interested primarily in the 
young broker just starting in busi- 
ness. They thought that we, as 
accountants, might be able to give 
them a standard system of account- 
ing which could be used by the 
young broker just starting in busi- 
ness. They were also anxious to 
know just what we felt the teachers 
in the schools giving brokers’ 
courses should consider as the mini- 
mum requirements in such a course, 
i.e., minimum requirements in re- 
spect to the instructions given by the 
teacher on accounting as affecting 
brokers’ accounts. Although pri- 
marily the question was in relation 
to a young broker starting in busi- 
ness, they wanted our advice to 
cover as far as possible the changed 
requirements when the business of 
the young broker developed. 

Our subcommittee felt from the 
outset that there was no possibility 
of advising what system of account- 
ing should be adopted by a young 
broker. That would depend upon 
the personality of the insurance 
broker, the personality of the person 
who was going to keep his accounts 
and, of course, would depend upon 
the kind of business which the in- 
surance broker might specialize in, 
let alone the question of the size of 
the business. 

In our talks with the brokers we 
stressed the fact that there could be 
no standard system of accounting 


for insurance brokers because their 
businesses differed widely in nature 
and as to size, and therefore the ac- 
counting requirements for one 
broker would not be similar to those 
of another broker, and that in no 
event could a broker meet his ac- 
counting requirements by purchas- 
ing a standard system and then 
operating it. Some standard systems 
and sets of forms in use by brokers 
were presented to us for our exam- 
ination, but our answer was always 
the same, namely, that a standard 
system was not suitable and that a 
broker should secure the services of 
a certified public accountant to ad- 
vise him as to his accounting re- 
quirements, because standard sys- 
tems could not be used to advantage 
by brokers in general. Obviously, a 
broker specializing in life insurance 
and accident insurance has problems 
different from a broker writing fire 
and casualty insurance for industrial 
and merchandising enterprises. His 
problems differ in accounting re- 
quirements just as much as in the 
method of securing his business and 
the writing of the policies. A broker 
with a business large enough to re- 
quire several bookkeepers requires 
an accounting system and procedure 
which affords an internal check, 
whereas a broker who does his own 
bookkeeping has much more ele- 
mentary requirements. 

But we did feel that we could men- 
tion, in a general way, what we 
thought were the minimum require- 
ments of the curriculum of an insur- 
ance qualification course. Each 
student should know the purpose of 
bookkeeping and what kind of finan- 
cial obligations and responsibilities 
he assumes by reason of practicing 
as an insurance broker. His princi- 
pal financial responsibilities are (1) 
to act as Trustee in the matter of 
premiums collected for insurance 
companies, and (2) to conduct his 
business so that expenses, including 
his own compensation, will not ex- 


226 





ae een teat ian ol ap ie ll ant 


a7 £f 


ga 





Insurance Companies Accounting 


ceed commissions earned. Unless 
he realizes and conscientiously dis- 
charges that first obligation he might 
find himself unintentionally divert- 
ing his principals’ funds to his own 
purposes. And only by successfully 
discharging his second responsibility 
can the broker remain in business 
and avoid living on his own capital 
or that of his creditors. 

The broker should know from his 
records: 

1. Which funds are held in trust. 
2. Which funds belong to the 


business. 

3. What are the assets and lia- 
bilities of the business. 

4. What are the operating results 
of the business and how they were 
achieved. 

5. What contractual and implied 
obligations the business has incurred 
or assumed (other than financial). 


The simplest way for a broker to 
know which funds in his hands are 
held in trust is to deposit in a separ- 
ate bank account the full amount 
received as premiums and to pay 
therefrom simultaneously the amounts 
due to the insurance companies and 
the amounts due to himself (and co- 
brokers) as commissions. Only com- 
missions thus received (and commis- 
sions received from _ insurance 
companies and co-brokers) should 
be deposited in the general account 
of the business. Moreover, inas- 
much as the funds received for 
premiums do not belong to the 
broker, there is no reason for his 
continuing to hold such funds until 
the full sixty or ninety days so-called 
“credit period” has elapsed. It is 
good practice, followed by some sol- 
vent brokers, to remit premium 
funds regularly as received, making 
payments on the fifth, fifteenth and 
twenty-fifth of each month, not of 
the amount that is due under the 
sixty-or ninety-day credit period, 
but of the full amount received to 
within five days of the date. Under 


such a plan the broker’s records 
show that he holds in trust only 
such premium funds as have been 
received within the current fifteen 
days, and the funds are in a separate 
bank account. It is immaterial 
whether funds for premiums re- 
ceived are entered in a separate cash 
book or in separate columns of a 
general cash book. That is a minor 
point, depending upon the size and 
organization of the broker’s office. 

With trustee funds thus taken 
care of, the broker’s general cash 
transactions are simple, and a gen- 
eral cash book promptly written up 
shows the balance of funds belong- 
ing to the business. 

A double-entry system of book- 
keeping with a general ledger writ- 
ten up monthly, and a suitable sum- 
mary prepared therefrom, will keep 
the broker informed as to the assets 
and liabilities of the business. The 
general ledger and any subsidiary 
ledgers that may be necessary (for 
accounts payable and expenses, for 
instance) are written up from the 
cash books and journals. These 
books are provided with columns for 
analysis and control suited to the 
size and nature of the business. If 
expenses are not paid in the month 
incurred (as they would only be in 
the smallest of businesses) there 
should be an expense journal for 
entering expense bills in the month 
in which they are incurred. In that 
manner the books of account show 
the liability for unpaid expenses. 

The general ledger and suitable 
monthly summaries therefrom show 
the operating results of the business ; 
the gross income derived from vari- 
ous sources and the expenses by 
classifications and hence the source 
of net income. 

After policies are written, the prin- 
cipal obligations of an insurance 
broker, other than those of a finan- 
cial nature, are to serve the insured 
in the matter of notifications of re- 
newals and in the matter of the 
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settlement of claims. In serving the 
insured, of course, the broker is also 
maintaining his business directly in 
the matter of obtaining renewals. 
The current records of the business 
must therefore be such as to ensure 
that renewal notices can be prepared 
in due time and without error or 
omission. 

The curriculum of an insurance 
qualification course should, there- 
fore, include a discussion of the 
duties of an insurance broker first 
as trustee for funds of insurers and 
then as the proprietor (or officer of 
an incorporated owner) of a business 
enterprise. 

Of primary importance from an 
accounting point of view is the 
trusteeship of the broker. The broker 
is in the position of a trustee under 
the present law and will continue in 
that position whether or not Section 
121 of the proposed revision of the 
Insurance Law of New York is en- 
acted. The section reads as follows: 

“Broker authorized to receive 
premium, when. Any insurer which 
issues or delivers in this state to any 
insurance broker a contract of insur- 
ance pursuant to the application or 
request of such broker, acting for an 
insured other than himself, shall be 
deemed to have authorized such 
broker to receive on its behalf pay- 
ment of any premium which is due 
upon such contract at the time of its 
issuance or delivery or which be- 
comes due thereon in not more than 
ninety days thereafter.” 

The enactment of the section and 
of other proposed revisions in the 
law will have the effect of causing 
insurance companies to examine 
more carefully the financial position 
and practices of insurance brokers. 
Any broker following the simple 
rules set forth in the Committee’s 
report need not fear losing his li- 
cense or his company connections as 
a result of financial practices. 

The kind of accounting system to 
be adopted by a broker, so long as it 


enables him to fulfill his obligations 
as trustee and proprietor of a busi- 
ness, is of secondary importance. 


Bearing in mind what has been 
said as to standard systems, sugges- 
tions were offered for broker- 
students. The curriculum should 
emphasize the principles and_pur- 
poses of an accounting system and 
not the forms or routine thereof. No 
new broker, with a sense of his re- 
sponsibilities, will have any diffi- 
culty in obtaining from fellow 
brokers, insurance companies and 
certified public accountants advice in 
the matter of keeping simple records 
or of instructing a bookkeeper. It 
is lack of a sense of financial respon- 
sibility that causes brokers and other 
small businessmen to fail to keep 
adequate records. 


The suggestions offered as to an 
accounting system and _ procedure 
were as follows: 

The simplest system for a small 
insurance broker consists of a cash 
book, which may be subdivided into 
two cash books for trustee and gen- 
eral funds respectively, an expense 
journal and a general ledger. 


There will be a policy record, 
which may or may not be part of the 
double-entry bookkeeping. If com- 
missions are regarded as earned 
when the premium is collected and 
simultaneous remittance is made to 
the company and transfer to the gen- 
eral bank account, the accounts with 
the insured are credited with cash 
received and charged with premiums 
covered by the remittance including 
the transfer for commission (in 
which case the policy record is not 
part of the double-entry bookkeep- 
ing). On the other hand, if commis- 
sions are regarded as earned when 
the customer is billed or on the date 
of the policy, the insured is charged 
with the premium and the company 
credited and commissions credited 
from the register or from copies of 
related bills (in which case the 
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policy record or bills are part of the 
double-entry bookkeeping). 

In any event, there should be 
maintained a chronological record of 
policies written, preferably by com- 
panies and lines, and an alphabetical 
record of clients or customers, show- 
ing policies written for each. Ina 
small office the chronological record 
carefully used may be sufficient for 
renewal purposes also. Otherwise 
renewal cards should be prepared, a 
card for each policy, filed by expira- 
tion. 

Copies of all policies written are 
retained. Also there should be files 
for copies of all bills whether used as 
a memorandum, as a bookkeeping 
basis, or a bookkeeping record in 
place of ledger accounts with in- 
sured. Copies of policy endorse- 
ments are also retained. There is a 
register of cancellations either as a 
memorandum or a_ bookkeeping 
record. 

Return premiums should be treat- 
ed in a separate ledger account with 
each company. The amount re- 
turned is deposited in the bank ac- 
count for trust funds, and the re- 
mittance to the insured drawn 
against it, with commission adjust- 
ments effected by transfers between 
trust fund and general bank accounts. 

These suggestions on bookkeep- 
ing are designedly sketchy as a 
matter of emphasis. The number 
of books to be kept, the number of 
columns in each book and the num- 
ber of copies of bills to be typed and 
filed are all matters of specialization, 
not to be standardized and not to be 
memorized in place of principles. 
They should not be taught instead 
of principles but merely by way of 
illustration. Books and forms vary 
with the nature and size of the insur- 
ance broker’s business. 

In conclusion, the system of ac- 
counting to be adopted by an insur- 
ance broker should be adequate for 
his needs and responsibilities, and 
the curriculum of an insurance quali- 


fication course should emphasize 
that those responsibilities are those 
of a trustee and of a businessman 
incurring liabilities and other obli- 
gations. 

Of course this is the ideal situation 
whereby brokers (you might say 
agents, also) keep their accounts 
correctly and segregate their funds 
to see they do not get their personal 
funds mixed with the funds that do 
not belong to them. Your experience 
and my experience has been that in 
the vast majority of cases we do not 
find that situation. 


Discussion on Broker’s Accounts 


A Member: As Mr. Hall brought 
out, I think the crux of the situation 
is when is the commission earned. 
That seems to be the point that gets 
the brokers into trouble. 

I had a peculiar problem some time 
back where a broker had an income 
of about $1,000 a month from small 
policies. He suddenly got hold of a 
large account in which his commis- 
sion was $13,000. Are you going to 
transfer that into his general account, 
and what happens if the policy is 
cancelled three months hence and he 
has to give back $10,000? Is the com- 
mission earned when the policy ex- 
pires or when the policy is written? 

Mr. Hall: I think it is earned 
when the policy is paid for by the as- 
sured. That is another thought we 
did not develop because we did not 
figure on the young brokers having 
such large insurance commissions, 
but to be practical we considered the 
least we could do would be to keep 
out of the general fund everything 
except the commission really re- 
ceived. 

Same Member: But here was a 
case where the broker might have 
every justification to spend the 
$13,000, but conservatively he at- 
tempted to set up a reserve. The tax 
authorities said, “You are keeping 
two kinds of accounts; one on a cash 
basis and the other on an accrual 
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basis. Why do you pick out this par- 
ticular policy to set up a deferment ?” 
I think the ideal situation is only to 
take the commissions after the poli- 
cies expire. 

Mr. Hall: That is like a man not 
drawing salary until a year after he 
works. 

Mr. Dowling: Make your report 
out on an accrual basis so that in the 
long run you have reported all your 
earnings over a period of years. 

Same Member: In other words, 
accrue your commissions monthly. 
And that means extra bookkeeping. 

Mr. Smith: Have you heard of 
any brokers taking their policies 
upon an accrual basis? 

Same Member: Yes. From anac- 
counting viewpoint that might be a 
very dangerous situation, as I spoke 
of in the case of this large policy. 
You may not see it at the time, but 
if that policy was thrown back he 
would have to repay $10,000. If that 
situation should happen shortly after 
December 31st when you are issuing 
a balance sheet as of December 31st, 
what are you going to do with it? 

A Member: Does not that resolve 
into prudent management? You take 
law firms which receive a large ad- 
vance fee, possibly in December. On 
a cash basis, they pick that up. I 
should think that would occur with 
the insurance broker. 

A Member: That is true, but I 
wanted to provide in the event that 
the policy was cancelled he could 
hand back $10,000, and he would 
have the funds set aside to pay that 
current liability. 

Mr. Dowling: May I recommend 
that for further consideration of this 
Subcommittee to be reported on at a 
later date? 

Chairman Woods: Yes. I think 
we have to acknowledge that the cash 
basis which was recommended by 
this Committee and the Subcom- 
mittee does have its disadvantages, 
but we thought we were pressing the 
two most important problems and 


answering the questions perhaps as 
fully as was practical at the time. We 
addressed ourselves to the problem 
of standard forms and perhaps we 
should have given a paragraph point- 
ing out the dangers of the cash basis 
of accounting as compared with the 
accrual basis. 

A Member: Did the Subcom- 
mittee address themselves to the 
question of accrual or standard form 
of balance sheet for a broker? 

Mr. Hali: No, they did not. 

A Member: I have seen balance 
sheets prepared on two _ entirely 
different bases, one to show as an 
asset the entire uncollected pre- 
miums, and as a liability the net un- 
earned premiums. They show the 
entire premiums despite the fact that 
the broker’s only interest in the 
premium is his commission. 

Other balance sheets I have seen 
have only shown the broker’s com- 
mission as an asset and on the other 
side the premiums not collected or 
paid, and not segregated to the 
broker’s account. 

Mr. Hall: As far as the balance 
sheet is concerned, it is not his own 
premium receivable because it must 
be paid out in part to the company. 
It is the same as a renting agent who 
has rents receivable for an owner. He 
might try to keep his accounts to 
show how much he owes to an 
owner for rents collected and col- 
lectible, and he may just have on the 
other side a receivable. 

A Member: I am only inquiring 
into the practice of some brokers of 
showing as an asset the entire pre- 
mium where their only legal interest 
in the premium is the commission 
thereon. I don’t think that is un- 
common practice among brokers. 

Mr. Hall: No, it is quite common 
practice, but in that case everybody 
realizes it is a receivable not belong- 
ing to the insurance agent or broker. 

A Member: I think the tendency 
is toward the latter method for the 
simple reason we have a lot of later 
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cancellations. Why clutter up your 
books with a lot of “deadwood?” 

A Member: It would seem to me 
that where there is a fiduciary capa- 
city as there seems to me to be here, 
the cash basis is almost inescapable. 

A Member: To show the broker’s 
true status, isn’t it proper, for exam- 
ple, to show the full accounts receiv- 
able and then reduce that by the 
amount that is payable to the insur- 
ance company when collected, and 
then show his net interest in it the 
same as quite frequently is shown on 
agents’ reports where they maintain 
separate cash accounts? Ifa broker 
has in his accounts receivable $10,- 
000, and on the collection thereof 
must pay a relative amount to an in- 
surance company, the receivable will 
be shown on the balance sheet re- 
duced by the payable and only the 
net amount extended. 


Mr. Hall: Of course the broker 
may have received monies he hasn’t 
turned over to the insurer. In that 
case he will have a liability to the in- 
surance company. 

Chairman Woods: I think where 
a policy has just been mailed for re- 
newal and there is no acceptance and 
there is no collection, such items 
should not appear on the balance 
sheet. And then with regard to pre- 
miums that have been collected, they 
should appear in an agency or trustee 
account and there is a corresponding 
liability to the company. If brokers 
will adopt the practice which has 
worked out very well in cases that I 
have known in remitting three times 
a month, the balance sheet of a 
broker is very much reduced in size 
and his bookkeeping is very much re- 
duced in volume. He is only dealing 
with the essential figures with which 
he is concerned. 


Mr. Getz: The general tenor of 
Mr. Hall’s paper (and I agree with 
it) is that the insurance broker acts 
in the capacity of a trustee. But in 
dealing with insurance brokers we 


are dealing with a varied class of 
people. 

I think that these forums should 
be more or less of a clinic where we 
can bring forth unusual cases and 
dissect them. I don’t know how 
prevalent the practice is, but I know 
of the case of a broker whose means 
of getting business is to carry his 
accounts for six months to a year. 
Some of his clients carry a big line 
of insurance and when the premiums 
are due he pays the insurance com- 
panies the premiums without having 
collected from the assureds. 

The form of a financial statement 
where the trust idea is followed 


‘ought to be simple. There should 


be no accounts receivable, possibly 
some fixtures, cash on hand and in 
the bank and a few expense bills 
owed. But when the broker handles 
the type of business just referred to 
(and I don’t believe that there are 
any restrictions in the law, if he 
wants to pay his assured’s bills with- 
out collecting I suppose he has a per- 
fect right to do it) a question arises 
with regard to the balance sheet. It 
occurred when he had taken on a 
great deal of this sort of business 
and had considerable capital tied up. 
He had accepted from his assureds 
notes receivable which he offered to 
his bank for discount. Under such 
circumstances the question arose as 
to how good were his accounts and 
notes receivable and whether his ac- 
counts receivable were past due or 
current. 

Ordinarily, the broker should have 
all his accounts receivable collected 
before the due date of payment to 
the insurance companies, and if he 
has any credit extending beyond 
such date he is practically in the loan 
business. There is a problem in a 
situation of this kind as to the prep- 
aration of a balance sheet. What 
should be considered the assets and 
liabilities, and to what degree should 
the assureds’ accounts thus carried 
be considered as accounts receiv- 
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able? To what degree (if at all) 
would you consider him to be violat- 
ing any trust arrangement which he 
may be bound to carry out? 

Mr. Hall: In the first place, his 
receivables are receivable because he 
has also paid the money to the insur- 


ance company, I believe. 


He has 
given an insurance company $1,000 
he hasn’t collected and if the premi- 
um is, say $1,200, then he has a re- 
ceivable of $1,200. I don’t believe he 
is violating any trust by prepaying 
a policy to the insurance company, 


Examination of Reserve for Losses of a Marine 


Insurance Company 
By Paut E. Bacas, C.P.A. 


The examination of the reserve 
for outstanding losses of a marine 
insurance company is a piece of 
work which requires considerable 
judgment. It is to be noted that the 
word “examination” has been used 
instead of “verification.” This has 
been done as it is felt that the public 
accountant does not verify, but satis- 
fies himself by a thorough examina- 
tion that the amount is adequate. 

The work to be done will usually 
comprise the careful scrutiny of data 
which has been accumulated by the 
company relative to losses about 
which they have received informa- 
tion. This data may be classified 
into three important sections: 


(a) Papers in connection with 
losses which are practically 
ready for settlement. 


(b) Papers in connection with 
losses about which a certain 
amount of information has 
been received, but it is ex- 
pected additional data will 
be forthcoming. 


(c) Papers representing the first 
notice of the loss. 


Let us discuss these three items 
in order. 

Where the final computation has 
been made, it should not be difficult 
for the public accountant to inspect 
the documents so as to satisfy him- 
self that the amount appears to be 
in order. If the head of the loss de- 
partment is a careful individual who 


is not in the habit of revising his 
estimates, then the public account- 
ant should be satisfied to accept this 
estimate. In this connection it may 
be advisable for the public account- 
ant to examine some of the previous 
final estimates and ascertain whether 
such amounts were in agreement 
with the payments made. 


The items in the second group are 
usually the ones which give the most 
trouble. It will be found that an 
original estimate was made when the 
first notice was received and that 
changes were made in the estimate 
as the additional information indi- 
cated favorable or unfavorable as- 
pects. In some cases the informa- 
tion will be found to be rather defi- 
nite and the estimate will be ac- 
cepted. In many cases the informa- 
tion will be rather difficult for the 
public accountant to interpret and it 
will be necessary for him to use his 
judgment as to whether the estimate 
is adequate. 

The items in the third group rep- 
resent in large part small losses 
which may not aggregate a large 
amount. There will usually be a 
few large items, but the information 
thereon will be of such a nature that 
the preparation of the estimate 
should not be very difficult. The 
public accountant must use his judg- 
ment as to whether it appears that 
estimates for the third group as a 
whole are adequate. 


The estimates of the amounts 
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which may be recovered through 
salvages should receive considera- 
tion. In this connection it is better 
if the estimates are low. The com- 
putations for the amounts to be col- 
lected from reinsurers should be veri- 
fied and it should be ascertained that 
only companies fully able to pay 
are included among the reinsurers. 

It may well be seen from the above 
that the all important consideration 
is the confidence which may be 
placed in the work of the executives 
of the loss department. Some execu- 
tives are extremely conservative and 
prefer to overestimate and be in a 
position to give the officers good 
news. Others try to work very 
closely and frequently they are re- 
quired to revise their estimates up- 
wards. If it may be done without 
spending too much time it is advis- 
able for the public accountant to take 
the estimates at the close of the pre- 
vious year and make tests to see how 
such estimates compared with the 
final payments. This may give an 
indication of whether the loss de- 
partment figures may be accepted. 

It should also be considered 
whether there was a necessity for 
the company to make a good show- 
ing as of the date of the examination 
and whether such necessity had a 
bearing on the amounts of the esti- 
mates. 

If the public accountant makes his 
examination several months after the 
close of the period when consider- 
able additional data has been accu- 
mulated, he should be careful not 
to allow the subsequent information 
to influence him to too great an ex- 
tent. He should bear in mind that 
the executives did not have such data 
when their figures were prepared. 
In any event, he should give as much 
consideration to the favorable reports 
as to the ones which may be un- 
favorable. 

It must be clear that the work 
which has been discussed should be 
undertaken by a public accountant 


who has some familiarity with ma- 
rine insurance underwriting and the 
adjustment of marine insurance 
losses. 


Discussion on Marine Reserves 


Mr. Smith: There is one point 
that stands out in my mind. It 
seems that Mr. Bacas has taken the 
viewpoint there that the accountant 
should determine whether the com- 
pany has acted in good faith by not 
giving too much attention to what 
has happened after the period of 
audit. I can not just digest that 
fully because despite the fact that 
the company has acted in good faith, 
if it subsequently is found out there 
are enormous losses they could not 
know about but in fact did exist, I 
do not see how the accountant can 
avoid reflecting them on the state- 
ment. 

Another point that he brings out 
there is that consideration should be 
given as to whether or not a reinsur- 
ance company is able to pay. Well, 
I think that it must be assumed that 
every company that is still operating 
is able to pay, otherwise the account- 
ant is usurping the authority of the 
Insurance Commissioner and claim- 
ing that a company is insolvent when 
the Insurance Commissioner is per- 
mitting it to operate. That is just a 
throw-back to an old question that 
was much discussed by this Commit- 
tee several years ago when a com- 
mittee from the Credit Men’s Asso- 
ciation wished the accountants, in 
verifying whether property was 
properly insured, to pass opinion 
upon the standing of the companies. 
Well, every company that is licensed 
to do business and is still being per- 
mitted to do business must be as- 
sumed to be a company in good 
standing. 

Mr. Washburn: I’m sorry my 
friend Mr. Bacas is not here. He 
might have meant companies doing 
business not domiciled in the state 
of New York. 
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Chairman Woods: I think that is 
what he probably meant in distin- 
guishing between ledger assets and 
non-ledger assets. I think that was 
the point he had in mind. 

A Member: That is particularly 
true in marine insurance, because in 
the ’20s there were a number of com- 
panies which failed, particularly 
marine insurance companies. 

A Member: He has a point in say- 
ing that the accountant should fa- 
miliarize himself in establishing his 
estimates by making tests of the pre- 
vious year’s estimates. New data 
develops regarding the claim. Esti- 
mates are continually being revised, 
and he has not got all the data he 
may want. It is difficult to establish 
with any degree of reasonableness 
the fact of how good he is in estab- 
lishing his estimates. 

Mr. Washburn: That is why I 
mentioned it at the beginning. I read 
this paper over before the meeting 
and it seems to put the accountant 
in the position of being an appraiser 
of the judgment of the company he 
is auditing. 

Mr. Dowling: The aspect of that 
is, the accountant examining the as- 
sets of a marine company should hire 
an expert marine man. Those ma- 
rine men are familiar with it, par- 
ticularly with the general average 
case. The particular average cases 
are easily appraised by accountants, 
but the general average is the type 
of loss reserve that gives the ordi- 
nary accountant much trouble. 

The question of reinsurance of 
course will be fully taken care of in 
the new Code, in that only reinsur- 
ance with those companies author- 
ized to do business in New York 
State will be allowed as an asset. 
You cannot publish any other fig- 
ures, so that you are tied down right 
there. 

A Member: Yes, but you wouldn’t 
sell a company for those figures. 

Mr. Dowling: No, that is true, 
but you cannot publish such a state- 


ment to the general public; it must 
comply with the statement filed with 
the insurance company. 


A Member: That is in the new 
Code. 


Mr. Dowling: That is in the pres- 
ent law ‘and the Code. The Insur- 
ance Department examiners when 
they go into a company review the 
loss reserves right up to the minute 
they look at the file, and any account- 
ant going into an office should do 
likewise. There is no other way of 
examining the reserve except to give 
full weight to all the papers in the 
file whether they are good, bad or 
indifferent. 


Mr. Getz: There is just one ob- 
servation I would like to make with 
regard to Mr. Bacas’ paper. 

I think, as has been stated, his 
viewpoint is that of an appraiser 
with regard to this question rather 
than that of an accountant, but there 
is a basic principle involved for the 
accountant. It is basic that things 
which have happened subsequent to 
the date of the balance sheet must 
be given weight and bearing in de- 
termining the value. The appraiser 
is in an entirely different position. 
He is asked to determine a value as 
of a certain date and he disregards 
what may have occurred subse- 
quently. 

The accountant, in determining 
either value or a reserve must take 
the subsequent events into consid- 
eration. The principle is no dif- 
ferent in setting up reserves than 
for any other purpose. As to re- 
serves for losses, knowing there has 
been sustained a large loss by a 
company, the accountant would be 
bound to set up a reserve for that 
loss. Sitting in the position of an im- 
partial observer, and weighing the 
facts from all angles he may see that 
the part reserved was a much smaller 
amount than what was subsequently 
obtained against the company as a 
judgment. 
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Reserves for Losses of Casualty Companies 
By J. B. C. Woops, C.P.A. 


Suppose an accountant is called in 
to make an examination for some- 
one who wishes to purchase an in- 
surance company. ‘Then we have to 
remember (and we also have to for- 
get) that the insurance business is 
regulated. We have to use our judg- 
ment and get at all of the facts. 
Related to this is the difficulty of 
publishing certified statements which 
differ from the annual statements of 
insurance companies, a question 
which I discussed with the New 
York Insurance Department. It was 
a case of one casualty company own- 
ing a large block of stock of another 
casualty company acquired during 
the depression in order to keep the 
latter company in existence. There 
was no relationship between the two 
companies before the depression, and 
the stock was acquired with the ap- 
proval of the New York Insurance 
Department and with the aid of 
money obtained from the RFC. 

The time arrived when it was de- 
sirable to dispose of the stock, and 
for that purpose it was necessary to 
file a registration statement with the 
SEC. We asked the New York 
Insurance Department about pub- 
lishing statements which were ob- 
viously different from the annual 
statement and the Department said, 
in effect, if you do not publish state- 
ments that are different, the larger 
insurance company that came to the 
rescue of the smaller one will be 
giving away its assets and we will 
not permit that. You must explain 
to investors who are asked to buy 
the stock of the smaller company 
what they are getting, otherwise the 
larger company will be giving the 
stock away for nothing, and that is 
against the interests of its policy- 
holders. With the permission of the 
New York Insurance Department, 
statements were published which 
were quite different in many re- 
spects from those published in the 


annual statements. Disclosure was 
accomplished partly through foot- 
notes and partly by using the Sched- 
ule K form of income statement, and 
in that connection as auditors we 
found it necessary to revise the re- 
serves in a three-year audit. 

In this setting we can readily re- 
alize the importance of determining 
reserves for losses of a casualty com- 
pany. There are four reserves, one 
at the beginning of each year and 
one at the close of the period. A 
substantial overestimate or under- 
estimate in any one of the reserves 
affects the income statement for one 
or two of the three years under 
review. 

Confining our attention to Sched- 
ule P lines, omitting Schedule O 
lines, let us consider what an auditor 
may do in order to form an opinion 
as to the adequacy and reasonable- 
ness of the reserves at each of the 
four dates. 

These reserves for losses are in a 
sense inventories of liabilities, but of 
undetermined liabilities. They com- 
prise estimates for unadjusted claims 
plus an estimate for unreported 
claims. For liability (including 
automobile liability) unpaid claims 
include standard amounts for suits 
pending and are followed by a sixty 
per cent adjustment For workmen’s 
compensation estimates are sub- 
jected to the sixty-five per cent 
adjustment. 

The loss ratio for a given policy 
year consists of the percentage of 
premiums earned represented by 
losses incurred, namely, (a) the 
total of claims paid, (b) allocated 
(or direct) expenses, (c) unallocated 
(or indirect) expenses applied over 
five policy years for liability and four 
policy years for workmen’s compen- 
sation, and (d) the reserve for losses. 
The so-called reserve for losses should 
include provision for future allocated 
and future unallocated expenses. 
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The unknown factor in the loss 
ratio for any recent policy year is the 
reserve for losses. In a manufactur- 
ing or merchandising business a fluc- 
tuation in gross profit may be caused 
by an error in the opening or closing 
inventory. In a casualty company a 
changing loss ratio for a given policy 
year indicates an error in the opening 
or closing reserve for losses. 


It is my theory that a loss ratio 
for any given policy year should be 
constant. That is to say, at the end 
of a given calendar year we have the 
current policy year with part of the 
premiums earned ; the losses paid and 
the reserve therefor reflect a certain 
loss ratio. That ratio should not 
change in the second year, the third 
year, the fourth year or the tenth 
year of that policy year, otherwise 
we are taking into income account of 
the calendar year more or less losses 
than relate to the premiums earned 
in that calendar year. 


The New York Insurance Depart- 
ment publishes statistics on work- 
men’s compensation insurance loss 
ratios. They have been published, I 
think, since 1914. These are com- 
posite figures for all companies and 
beginning in 1926, include also the 
Insurance Fund of the State. The 
following table is taken from New 
York Insurance Report 1938 (1937 
business) with the ten year average 
deduced by me: 


Workmen’s Compensation Insurance 
(All Companies) 
Indicated Loss Ratio at Year End 
Policy Ist 2nd 3rd 4th 5th 
year year year year year year 
1924... 88.9% 68.1% 66.9% 68.2% 69.4% 
25... 761 S91 $90 S99 611 
1926... 71.4 60.0 599 60.9 60.4 
1027.5. 741 ~OL7 9617 616: -615 
1928... 70:0: 67.7 66.1 - G72 “674 
1929... 79.2 69.8 69.6 70.7 71.6 
1930;.. Jo. 707 704 712 725 
1931... 76.9 67.5 688 70.4 726 
1932... 69.9 649 641 65.2 66.2 
1933... 720 63:4 63:3 642 66:7 


Ten Year Aver- 


age ..76.0% 65.3% 65.0% 66.0% 66.9% 








These composite figures are stated 
by policy years and they show that 
at the end of the first year the loss 
ratio is higher than at any other year 
end for that particular policy year. 

That is, of course, because many 
casualty companies do a good deal of 
weighting in the first year or the cur- 
rent policy year. That is where, if 
they have any weighting at all, if 
they have any secret reserve (I think 
we should call it by that name), they 
tend to throw it. For the second, 
third, fourth and fifth years the ratio 
is not constant but it tends to in- 
crease, which means that, as a whole, 
casualty companies carry too small a 
reserve for workmen’s compensation 
on policy years other than for the 
current policy year. 

That does not mean that the com- 
panies are under-reserved for work- 
men’s compensation loss, because it 
depends upon the weighting which 
is carried in the first year of the 
current policy year. 

It is my estimate, which I have 
prepared from figures for the policy 
years 1924 to 1933 inclusive (1933 
being the last policy year for which 
year-end loss ratios are indicated for 
a period of five years) that, taken as 
a whole, the weighting in the current 
policy year almost offsets the under- 
reserve in the policy years which are 
two, three, four and five years old. 
But that is taking all of the com- 
panies as a whole. As auditors, of 
course, we have to deal with the 
particular company that we are 
auditing, and it stands to reason that 
if the reserving is sound on an aver- 
age there must be some insurance 
companies which, under the Sched- 
ule P method, are under-reserved 
and have insufficient weighting in 
the last year. At any rate, the only 
way in which we can determine 
whether they have in the past been 
under-reserved is to make a statist- 
cal examination of the make-up of 
the reserves for at least ten preced- 
ing years. I did this not only for the 
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company that I was auditing but also 
for other selected companies, and 
found that except in the case where 
the weighting is extreme (which also 
is not satisfactory) there is a ten- 
dency to be under-reserved and that 
there is only sufficient weighting in 
good years. That is my conclusion 
based on the examination of com- 
panies to whose books I did not have 
access. But I had access to the an- 
nual statements and I was able to use 
them statistically. 


I think that if we are making a 
three-year audit we cannot make the 
kind of audit which Mr. Bacas indi- 
cates for marine insurance for the 
four reserves under review, nor can 
we make the thorough examination 
which the New York Insurance De- 
partment makes, nor is it desirable 
that we should stop at that if we had 
time to do that. I think we must 
adopt this statistical point of view, 
and I think that is the only way in 
which we can level out the income 
accounts for the three years under 
review and give a proper picture to 
a purchaser or to an investor. 


Each of the four reserves should 
be treated in this way in order that 
the accountant can live up to his 
duty of forming an opinion and set- 
ting it forth either in a footnote or 
otherwise for the benefit of the in- 
vestor. The three-year-old reserve 
can be adjusted perhaps to be fairly 
accurate in the light of subsequent 
transactions because the variation in 
loss ratios is not important after the 
first five years, and in dealing with 
a reserve that is three years old we 
only have two policy years that are 
not at least five years old. 


When we deal with the reserve 
which is only two years old, we can- 
not be so certain in our conclusions, 
but we do have established our ulti- 
mate or completed loss ratios for 
most of the policy years. For the re- 
serve which is one year old there 
are some changes in loss ratios 


which may be used in order to applv 
corrections. 

Using this information on the lat- 
est reserve we have more difficulty 
because it includes more policy years 
upon which a final determination is 
to be made. But if we have made a 
careful study of three years and a 
general study for the ten years, we 
do have statistical material which en- 
ables us to draw conclusions as to 
the trend. We know what results 
have been obtained in the past by 
listing cases and estimating cases on 
a standard basis of loss, by putting 
in a weighting here and a weighting 
there, and by subjecting the total re- 
serve to the Schedule P formula of 
sixty per cent or sixty-five per cent, 
as the case may be. 

It is my point that this treatment 
of reserves is a necessary supplement 
to any other examination which the 
accountant may make in order to be 
in a position to give to a banker or 
an investor his opinion of the ade- 
quacy of the reserve for losses. While 
this discussion deals only with 
Schedule P lines, some such treat- 
ment can be made with more diffi- 
culty for Schedule O lines, although 
they are as a rule of less importance 
in total. 

I think that the auditor who does 
not give an opinion on the reserves 
for losses is very much in the posi- 
tion of giving a balance sheet which 
his client (if his client is a banker 
or investor) cannot use. I realize 
that it is very difficult to give an 
opinion on these reserves, but I 
think that it is something that the 
banker or investor has a right to ex- 
pect us to tackle for him, because 
certainly if we do not tackle it for 
him he cannot tackle it for himself. 


Discussion on Casualty 
Company Reserves 


Mr. Dowling: May I say the in- 
surance departments of various 
states have taken full cognizance of 
the fact that the reserves on work- 
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men’s compensation and _ liability 
have varied in the period beyond the 
three years and for that reason have 
recently included in the statement 
two extra statements known as 
Schedule P-5 and Schedule P-5A, 
and it is their intention to follow 
that very carefully in the develop- 
ment of each policy year, broken 
down into the year of accident, pro- 
viding for accidents that happen on 
policies in from one to three years. 

In the examinations conducted by 
the insurance departments, they have 
heretofore given full credence to 
such advances in reserves by having 
compared them with previous state- 
ments and then tacking on to their 
current reserves an amount in per- 
centage sufficient to cover any de- 
ficiency on previous reserves. 

The reason in back of some of 
these underestimates in stock com- 
panies can be easily attributable to 
the very large reserves necessary on 
“permanent total” cases or death 
cases where the death results after 
a long period after the accident. In 
the case of mutual companies, the 
reserve for New York workmen’s 
compensation is set up on another 
basis than Schedule P, which is 
known as Schedule R, and in that 
there is an arbitrary requirement to 
set up any case that is still pending, 
where a man is unable to work after 
a three-year period, as a “permanent 
total” reserve. Therefore the varia- 
tions of reserves beyond the three- 
year period are not as great as they 
might be in a stock company. 

Of course your remark on the 
privilege granted by the Insurance 
Department for the publication of 
figures different from those filed with 
the Insurance Department I presume 
applied to that individual company 
and was not a general permission, 
nor would they want to permit that 
in a general way. I mean that the 
circumstances involved in the par- 
ticular case warranted the departure. 

There is another factor that comes 


into the enlargement of reserves and 
that is the reopening of cases. 

Under the New York law, a case 
might be reopened any time within 
seven years after the date of acci- 
dent, or three years after the final 
determination of the case by the 
Labor Department, and of those 
many cases that are reopened I have 
in mind a case that happened in our 
own company where a man was hit 
on the chin with a chain that was 
snapped from a load of lumber and 
it caused him to lose two weeks’ 
time and we paid him two weeks’ 
compensation. In 1921 that was 
closed out by the Commission and 
nothing was heard beyond that un- 
til 1929, when the man appealed to 
the Governor of the State to help 
him, and upon a proper medical 
examination it was found that the 
man was totally blind and the doc- 
tors attributed the blindness to the 
original accident. We were faced 
with all the compensation due for 
the intervening time as well as the 
necessity to set up a complete re- 
serve for the total. Such things are 
unforeseen in the actual creation of 
reserves on a case basis. 


Chairman Woods: The fact re- 
mains that the Schedule P method 
has been used, and although it has 
been recently revised, I think that 
when an auditor signs a certificate 
it is up to him to form an opinion. 
Whatever method has been used 
and as approved by the New York 
Insurance Department, the results 
have been that for the two, three 
and four year old policy years there 
has been an under-reserve. The ac- 
countant has to take an independent 
view and see whether he is of the 
opinion that the statistical control 
which the New York Insurance De- 
partment formerly added and the 
one that it now adds are sufficient. 

Then, with regard to reopened 
cases, it is just because there are 
such cases (and there are such cases 
all the time) that we should place 
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our reliance to a large extent on 
statistics and see whether estimates 
of known losses plus a weighting by 
the company and an adjustment un- 
der Schedule P form have proved to 
be sufficient in the past. 

I do not think an accountant 
should merely say, “Well I do not 
know how many cases are going to 
be reopened.” Of course he does not 
know, but I think he has to see that 
the reserves are prepared in such a 
manner that by hindsight the effect of 
reopened cases stands out. It is not up 
to him to say he wants to add some- 
thing to the reserve because he thinks 
there would be so many cases to be 
opened. I think it is up to him to say, 
“You are using the same methods as 
you used before (or the same meth- 
ods with such and such modification), 
and the result has been that in the 
past you have been under-reserved 
except for the added weighting. I 
estimate that you need such and such 
of this weighting, or more than your 
weighting, to cover losses as shown 
by statistics of your own company 
or by statistics of companies in gen- 
eral.” I think it is much better to 
take that responsibility. 

Mr. Smith: Your conclusion was, 
as I understand it, that in the first 
year the reserve was sufficient and 
probably slightly more so, but in the 
second, third and fourth years it is 
understated—that is, when measured 
against a sixty-five per cent basis. 

Chairman Woods: No, when 
measured against actual indicated 
loss ratios, the indicated loss ratio 
being the ratio of actual losses and 
expenses to premiums earned. 

Mr. Smith: Well, of course, Sched- 
ule P would normally prevail and the 
reserve based on actual inventory of 
cases, would show these over- and 
underestimates. Is that what you 
refer to? : 

Chairman Woods: Well, the sixty 
per cent and the sixty-five per cent 
adjustments cease to apply to any 


policy year when that policy year is 


three years old. And that policy year 
stands on its own, so that when we 
deal with statistics of policy years 
we are dealing with the real statis- 
tics. When we are dealing with the 
reserve at the end of any year we can 
determine by the statistical method 
what the loss ratio should be for 
given policy years, and then see if 
the Schedule P adjustment on the 
sixty or sixty-five per cent basis is 
sufficient to cover those lines. 

Of course we are all familiar with 
the lag or slow development of loss 
ratios, but most insurance executives 
are apt to attribute that to unre- 
ported cases. It is my belief that it 
is also due to other things. It is my 
opinion that it is due to using stand- 
ard estimates for reported cases. I 
do not think that it is only the cases 
which are opened that are settled 
with deficiencies. That is taking too 
narrow a view. 

Suppose we consider a bad debt 
reserve. Suppose we wrote off every- 
thing which we knew were bad and 
reserved a part for debts we thought 
were partially bad and let it go at 
that. We know from experience that 
there are other debts which will not 
be paid. There should be a general 
reserve based on a percentage of 
sales or of outstanding accounts. If 
we are only going to cover the losses 
which have come to the credit man- 
ager’s desk I do not think we have an 
adequate bad debt reserve, and the 
same goes for the reserve for losses. 
If it is only going to cover those 
losses that we know of we can never 
have an adequate reserve. Even al- 
lowing for adjusting on the Schedule 
P basis, and allowing for a weighting 
which is apart from the Schedule P 
basis because it comes above the line 
in the first section, many companies 
have inadequate reserves at some 
balance sheet dates. 

New York Insurance Department 
publishes figures (as in the quoted 
table) for five years of a policy year. 
After that the loss ratio probably 
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does not vary more than a point or 


two. But what I wanted to indicate 
was that at the end of the second 
year there is an indicated loss ratio 
for an average policy year of 65.3% 
and by the end of the fifth year that 
was up to 66.9%. For each policy 
year there was an over-reserve dur- 
ing the first year. 

A reserve consists of a mixture of 
current policy years that are one 
year old, two, three, four and five 
years old, and an indefinite grouping 
together of policy years that are 
more than ten years old. We al- 
ways have 1.6% of an average year’s 
premium under-reserved (because in 
the statement we always have a 
policy year in its second year), we 
have one that is 1.9% and one that 
is 0.9% under-reserved. Assuming 
that the fifth year and all other years 
are correct, (and they are more like- 
ly to be correct now that death 
claims are taken care of) we have a 
total of 4.4% of an average year’s 
premiums under-reserved. In a 
“small” company with twenty mil- 
lion dollars a year premiums, 4.4% 
is quite a lot. Against that we have 
the weighting in the first year. 

A Member: Does that weighting 
occur because a company uses a case 
basis, being higher than the sixty 
per cent adjustment? They are obli- 
gated to use whichever is highest for 
the last three years? 

Chairman Woods: That does not 
appear in the loss ratio, it appears in 
the total reserve below the line, so 
there must be a weighting which in- 
surance companies are in the habit 
of throwing into the current year, 
otherwise we would not have the 
ratio of 76% for the first year when 
it turns out to be only 66.9% apart 
from the 65% control. And more- 
over the weighting is something that 
removes the basis of the 65% control 
because if you figure it first on a 
normal basis without the weighting 
in the last year you would find that 
a good deal would be required in the 


second part of the schedule under 
the 65% basis; and the company 
thinks it has done some weighting 
when it probably has not. 

A Member: But does not that re- 
quire more vigilance on the part of 
the auditors as to the first year? 

Chairman Woods: Yes, I think 
so. If you want to look at an insur- 
ance company’s income account for 
several years you have to criticize 
this weighting which they put in, 
because otherwise we are in a posi- 
tion analagous to that disclosed by 
the Lord Kylsant case where a com- 
pany can feed its underwriting re- 
sults from the secret reserve or from 
the weighting. I think an account- 
ant, if he is giving a statement for 
a number of years, has to dig in and 
see whether that has been done or 
not. 

Mr. Dowling: In your analysis, 
have you given any thought to the 
unallocated aspects? You see, in 
providing your unallocated claim ex- 
pense, you throw back into previous 
years a current expense by reason 
of the distribution. 

Chairman Woods: Yes. To do it 
correctly you must separate the ele- 
ments that enter into the loss ratio 
to consist, on the one hand, of losses 
and allocated expenses and, on the 
other hand, of unallocated expenses, 
and cover all elements. 


A Member: To come to a conclu- 
sion on the whole question of loss 
reserves from an auditing viewpoint, 
it seems to me there are three types 
of audits; there is a continuous audit 
with a report at the end of the year, 
there is a so-called “balance sheet 
audit” when you go in at the end of 
the year and hurry through and issue 
some kind of a report, then there is 
a third type where it involves the 
question of the sale of a company. 

Don’t you think, on the basis of 
coming to some conclusion on this 
subject, that those three types of 
audits should be conducted entirely 
differently? In the first place you 
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have got a “feel of the job” while 
you are in there the whole year long 
in respect to claim reserves and 
everything else, and at the end of 
the year you don’t have to go into 
it so deeply. In the second place, 
you have to take into consideration 
that it is a going concern, and you 
will probably audit it the following 
year. But in the third case where 
it involves the sale of a company, 
you have to make a minute inspec- 
tion or scrutiny of the claim file. 
Mr. Smith: I think it all gets 
down to the same basis. I think the 
moral of Mr. Woods’ discussion is 
this: The right way to verify a 
claim reserve is through statistics, 
not by independent inspection. I 
think that is quite right. It is not 
on the old insurance department 
basis, but by a statistical study. 


A Member: Well, you can’t do 
that on marine. 
Mr. Smith: Well, his paper is 


confined to casualty companies. 

A Member: I think you can fol- 
low the method with all companies. 

Mr. Smith: I do not know with 
respect to fire, because there, usually, 
loss reserve losses are paid pretty 
currently and all you have to do is 
examine the unreported losses and 
you know pretty well how much they 
should be valued at. But I think this 
is a specialty which applies to casu- 
alty insurance, and the moral is one 
with which I thoroughly agree—that 
you have got to get at the loss re- 
serve condition by a statistical study, 
and the way in which you go at that 
statistical study is through an experi- 
ence extending back into the past 
far enough so that you get full 
developments on various policy 
years, and when you get those full 
developments you can apply them 
to the undeveloped later policy years. 

A Member: What would you do 
in a case of a company two years old 
that has not got the benefit of all 
those past years’ experience? 

Mr. Smith: Well, you just cannot 


do it. There you have got to rely 
more on the old-fashioned claim re- 
serve method because that is all you 
know about. That would be far truer 
with surety companies where the 
postponement of the developed loss 
would be greater. Maybe there it 
takes three, four, five or six years be- 
fore it gets into the actual loss stride. 

A Member: In reporting to a 
board of directors about the audit, 
you take it on a case basis and you 
find that it is over 65% or 60%—way 
above. Inasmuch as you are not al- 
lowed to publish anything different 
than what is submitted to the Insur- 
ance Department what can you 
show? 

A Member: If your report is just 
going to the board of directors, you 
are not publishing it. You can state 
in that report as your opinion, any- 
thing you want. 

Mr. Dowling: You can say, for 
instance, in a report of that kind, that 
while the Insurance Department 
statement contains a certain amount 
of reserve, the actual estimates on a 
case basis total so much, which 
leaves an excess reserve of so much. 

Mr. Smith: I have had that con- 
dition and I think the best way of 
handling that is to make a sort of 
two-way balance sheet, showing 
against each item the amount for 
the Insurance Department state- 
ment. 

A Member: We will say there are 
fifteen directors in a company, all 
engaged in various kinds of busi- 
ness, and some directors or officers 
in other insurance companies. You 
submit a balance sheet. They might 
use it for any purpose. Would that 
still be prepared as for private con- 
sumption ? 

Mr. Dowling: Yes. It is the ad- 
vertisement that is put in a magazine 
or in a newspaper that is considered 
by the Insurance Department as for 
the public. 


A Member (Interrupting): The 
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report is addressed to the Insurance 
Department. 

Mr. Smith: I wonder if the audi- 
tor would be in any awkward posi- 
tion, because it would be the com- 
pany’s act, not the auditor’s act, I 
should think. 

A Member: At the present time 
I believe that the Department al- 
lows you to readjust the reserve 
every third year on Schedule P, 
doesn’t it? Whatever you did not 
need of a reserve three years ago 
they allow you to take back into 
income. 

Mr. Dowling: It has that effect. 

Same Member: They allow you 
to do that? 

Mr. Dowling: If you have a lesser 
reserve on an actual loss ratio basis 
—that extra amount must be set up 
as a reserve is released. Moreover 
what is released from one year may 
be required for a subsequent year. 

Same Member: You were really 
closed out as far as three years back 
is concerned, at all times. 

Mr. Dowling: Well, you have to 
set up a current reserve for all losses 
and expenses for all policy years. 
For instance, you make a payment 
on death cases for twenty years. You 
have to set up the actual case value 
on anything over three years; that 
is part of your reserve. The real 
trouble is in setting up reserves most 
companies just take into account the 
loss end of it, not the loss expense, 
either allocated or unallocated. 

Same Member: How about losses 
incurred but not reported? 

Mr. Dowling: That usually ap- 
plies only to the last year, or pos- 
sibly to the last two years of ac- 
count; but the great bulk of it would 
be on the last year of account. 

Chairman Woods: And that is 
supposed to be covered by the sixty, 
sixty-five per cent adjustment. 

Mr. Dowling: In the mutual com- 
panies, each year we must report on 
every accident included in the pre- 


vious year’s report; then, in addi- 
tion to that, we have to report all of 
the unreported cases and their de- 
velopments up to September 30th of 
the following year, so that the In- 
surance Department is apprised of 
the condition of the previous year’s 
reserve—that is, if we have failed 
to report a great number of cases 
that were unreported on December 
31st, then they know it as of Sep- 
tember 30th of the following year. 
And in the mutuals of course they 
supply a factor based on that de- 
velopment for a part of the reserve. 
But you will find, in most mutual 
companies, they do not have very 
many of those cases to report be- 
cause they take into account all of 
the accidents reported way into 
February. That applies to accident 
dates prior to December. 

Same Member: What is an ac- 
countant supposed to do on those 
losses incurred but not reported in 
the case of a recent audit in connec- 
tion with the sale of a company? 

Chairman Woods: I think that is 
covered in the statistical treatment. 
It really does not matter what is the 
cause of your loss ratio, but if you 
arrive at a figure which you think is 
proper for your loss ratio you have 
taken into account the average unre- 
ported. There are two statistical ap- 
proaches to the reserve. You can use 
the field statistics on the number of 
cases that are likely to be reported 
under certain classes of policies, or 
you can deal with the dollars-and- 
cents ratio. 

Same Member: On the basis of 
past experience, your reserve would 
cover just the one lump sum in cases 
in process of adjustment and cases 
of losses unreported. 

Chairman Woods: This is right, 
we make a statistical test of the re- 
serves as determined on the Sched- 
ule P bases, including the case basis, 
the weighting, and the 60% and 65% 
adjustment. 
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Some Experience in Auditing Reserves of Surety Companies 


By ALEXANDER Dotowi7z, C.P.A. 


Many surety companies under- 
estimate their reserves. A surety 
company must file a report with 
the Insurance Department every 
three months. One of the officers 
signing such a report asked me to 
make an audit of the company. | 
audited the books and found a reserve 
for forfeitures of $15,000.00. I then 
checked the files of the various fed- 
eral attorneys’ offices in the districts 
where this company did most of its 
business. I found that as of Decem- 
ber 31st, the day of the signing of 
the State report, in one district there 
were $165,000.00 worth of forfeitures 
and over $300,000.00 forfeitures in 
three federal districts, yet the claim 
man in the surety company’s office 
did not get claims for more than 
$15,000.00 from the various clerks of 
the courts. The underwriting agent 
had asked the clerk of the Court or 
the District Attorney’s office not to 
report, but to give him a month or 
six weeks to bring in the fugitive. 

During the Prohibition period, 
western judges were sitting in the 
New York district courts and in most 
of the prohibition cases they gave 
jail sentences to defendants instead 
of fines. During the month very few 


defendants appeared before’ the 
court. At the end of the month the 
forfeitures accumulated to over 
$100,000.00. In the next month, the 
fugitives appeared before the next 
judge and the bail was restored. 
Relying on that, the reserves were 
never set up. 

One of the cases under my obser- 
vation was that of a man who was 
convicted of using the mail to de- 
fraud. The verdict was appealed and 
the defendant was out on $50,000.00 
bail, which was supposedly covered 
by jewelry as collateral, and there 
was a sworn statement by the wife 
of the defendant and the son-in-law 
who was an attorney that the jewelry 
was worth $70,000.00. I asked for an 
appraisal of the jewelry by a reput- 
able firm and it was appraised at 
$6,000.00, yet the case was carried 
on the books of the company as fully 
covered by collateral. 

Agents of surety companies as a 
class make statements that cannot be 
accepted at their face. Their reports 
are not correct and the financial 
statements they bring in to represent 
the assets of the people who desire 
bonds must be scrutinized by the ac- 
countant before considering the col- 
lateral good. 
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